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There was much elation in political circles over the President's 
recent statement that the 1961 budget would permit a surplus of 
$4.2 billion. On our cover this month we have quoted this bit of good 
news from the President's statement. You will notice that the intention 
is to apply the surplus to the federal debt. The government's indebt- 
edness increased in the calendar year 1959 by almost $8 billion, and 
the increase resulted largely from a budget deficit. This put the Treas- 
ury on the spot. It had to refinance some $52 billion of marketable 
issues. Wherever it could be done, the Treasury sought to lengthen 
the maturity structure of the debt; however, the general rise in interest 
rates placed United States Government securities of more than five 
years’ maturity at a competitive disadvantage. One adjustment which 
Congress permitted was that of increasing the interest rate on Series E 
and H savings bonds to 4% per cent. Individuals held some $42.5 
billion of these bonds, and as the interest rates paid on other forms 
of saving steadily increased, these bonds became less attractive as 
securities and constituted a net drain on the Treasury cash. November 
and December were the first months in 1959 in which the sales of the 
new Series E and H savings bonds excceded those in the corresponding 
months a year earlier. 


Interest takes 11 cents of every tax dollar. Coincidentally, excise 
taxes produce 11 cents of every tax dollar of revenue. National secu- 
rity takes 54 cents of every tax dollar; veterans, seven cents; agricul- 
tural programs, seven cents; debt retirement, five cents; and all other 
government expenditure programs, 16 cents. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest. reports on pending 
State tax legislation, interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane 





The TAX MAGAZINE, 


FEBRUARY 1960—CONTENTS 
Vol. 38 No. 2 


WO kn he ees ies 98 
From the Thoughtful Tax Man by John Dane, Jr. 100 
Tax-Wise News 102 
One Year of Subchapter S by Max E. Meyer 105 
Tax Economics of Charitable Giving by William C. Penick 111 
To Be or Not to Be a 1361 Corporation by Arnold J. Olenick 139 
The Net-Economic-Effect Test by Robert S. Holzman 149 


How Reorganizations Affect Pension and Profit-Sharing Plans 
by Isidore Goodman 155 


Washington Tax Talk aes. 169 


Meetings of Tax Men Inside back cover 


TAXES—The Tax Magazine is published monthly 
© 1960, Commerce by Commerce Clearing House, Inc., 4025 West 
Clearing House. Inc., Peterson Avenue, Chicago 46, Illinois. Second- 
Chicago 46, Illinois. class postage paid at Chicago, Illinois. Subscrip- 
All Rights Reserved. tion price: $7.50 per year—single copies, 75¢. 
: 4 February, 1960. Volume 38. Number 2. 
Printed in the United 
States of America. Change of address should be received at least 30 
days before the date of the issue with which it 
is to take effect. 





IN THIS ISSUE 


Capital gains. From 1913 to 1921 capital gains were taxed like 
ordinary income, but then, in 1921, Congress decided to allow prefer- 
ential treatment for long-term capital gains and, since that time, what 
might be called the “battle of capital gains” has flared into action 
periodically. Like the British at the Battle of New Orleans, the tax 
plans for converting ordinary income into capital gains “keep a-comin’.”’ 
Our thoughtful tax man this month is John Dane, Jr., of the Boston 
law firm of Choate, Hall & Stewart. Prior to his association with this 
firm, he was associate commissioner, Department of Corporations 
and Taxation, Commonwealth of Massachusetts. His piece at page 
100 offers several suggestions for increasing revenue yields and, at 
the same time, producing an anti-inflationary effect. 


Subchapter S. An iconoclastic Congress seems to have set out 
to prove that the grass is not always greener in the other fellow’s 
yard. Congress has arranged that a corporation can be taxed as a 
partnership (Subchapter S), and it has arranged by Section 1361 that 
an unincorporated business can be taxed as a corporation. These 
opportunities to investigate the quality of grass in the other fellow’s 
yard are given by Congress in the name of “aids to small business.” 
The article at page 105 discusses Subchapter S, and it is particularly 
timely because Max E. Meyer comments on the just-issued regula- 
tions. Mr. Meyer, who spoke on this subject at the recent Twelfth 
Annual Federal Tax Conference of the University of Chicago Law 
School, is a member of Lord, Bissell & Brook, Chicago. 


Charitable giving. It was not until 1917 that Congress recognized 
the benefit to the public of educational, charitable and scientific activi- 
ties by permitting a donor to deduct from his income, and thus save 
tax, his contribution to organizations promoting such activities. Con- 
gress had, of course, recognized since 1909 the tax exemption for 
charitable, religious and educational organizations, but that’s the 
other side of the coin. The article at page 111 discusses the donor’s 
problem and how he may judiciously use tax dollars for his own 
benefit and for the benefit of donee organizations. It is right that 
Congress should recognize and encourage charitable giving because, 
from a selfish point of view, the services and facilities of charitable, 
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educational and scientific institutions ultimately lessen the burdens 
of government. William C. Penick is a partner, Arthur Andersen & 
Co., New Orleans. He is in charge of the tax department of that 
office, and a member of the American Institute of Certified Public 
Accountants and the Louisiana Society of Certified Public Account- 
ants. His article was originally prepared for the use of the firm and 
appears here through the courtesy of Arthur Andersen & Co. 


Section 1361. While the Subchapter S article at page 105 dis- 
cusses the corporation looking into the partnership’s yard, the article 
at page 139 discusses a proprietorship or partnership electing under 
Section 1361 to be taxed as a corporation. Quite a few of the tax fraternity 
look askance at this section since it is rather simple to incorporate, 
but those proprietorships and partnerships that think the grass is 
greener in the corporation’s yard now have an opportunity co find out. 
The article is concerned by the fact that the regulations, like the fine 
print in a lease, sometimes limit and even take away privileges held 
out in large type. The regulations for this section were proposed early 
in the spring, and, if they go into effect as proposed, this author 
advises petitioning Congress to change the law because certain pro- 
visions, as they stand, do not seem to reflect the Congressional intent 
prompting the enactment of Section 1361. The article is written by 
Arnold J. Olenick, of Rosenblum, Olenick & Needleman, certified 
public accountants, New York City. 


The doctrine of net economic effect. Any withdrawals of cash 
or property from a corporation by its shareholders—loans to share- 
holders, excessive salaries, bargain sales, purchases from shareholders, 
payment of shareholders’ insurance premiums and cancellation of a 
stockholder’s debt—are suspect distributions. Some or most of these 
transactions are consummated with a sound business purpose in mind, 
but where there is no proven business purpose to explain an action, 
a doctrine called “the net economic effect” is brought into play. 
Robert S. Holzman’s article, beginning at page 149, discusses the 
interplay of this and other tests in connection with distributions. He 
is professor of taxation at the New York University Graduate School 
of Business Administration. 


Pension and profit-sharing plans. Companies which reorganize and 
which have instituted pension and profit-sharing plans for the benefit 
of their employees have additional tax problems because of the exist- 
ence of the plans. In other words, in order to protect the long-term 
capital gain treatment of distributions, certain wary steps must be 
taken. Isidore Goodman, the author of the article beginning at page 
155, says that the key clause in reorganization cases is “separation 
from the service,’ and he should know since he is chief, Pension 
Trust Branch, National Office, Internal Revenue Service. This article 
is a speech which he delivered at the recent American Pension Con- 
ference in New York City. 


In This Issue 





John Dane, Jr., of the Boston law firm 
of Choate, Hall & Stewart, offers a proposal for 
improving the capital gains tax. 


HE ANNOUNCEMENT of general revenue revision and tax 

reform hearings to be held by the House Committee on Ways 
and Means, beginning on November 16, 1959, has caused many tax 
men to stop and reconsider some of the basic premises of the Internal 
Revenue Code. High on the list of sacred cows which should come 
in for very searching scrutiny is the 25 per cent maximum rate on 
capital gains. This has been in the law for 17 years, with a 1 per cent 
temporary increase during the Korean War crisis. As a result, it has 
come to be taken by many as a sort of law of nature in much the 
same way that the fact that water freezes at 32 degrees Fahrenheit 
is generally accepted. However, such unthinking acceptance of any 
part of our tax structure is something to be avoided at all costs. 
It is high time that serious consideration be given to the question 
of whether a lower rate would not only yield increased revenues but 
would also have a definite anti-inflationary effect. Many informed 
observers, of whom Charles W. Beuk, executive vice president of 
United States Trust Company, who is quoted in the October, 1959 
Journal of Taxation at page 221, is one, believe that the present capital 
gains tax rate has the effect of keeping stock prices artificially high. 

Capital gains taxation, while not unique to the United States, 
tends to be relied on to a greater extent here than in most other coun- 
tries of comparable economic development. However, if the recent 
election is any indication, the British electorate has shown little 
desire to import it, since its adoption was an important part of what 
proved to be a not overwhelmingly popular Labor Party platform. 


Within the first decade of the federal income tax, Congress recog- 
nized the principle that capital gains should be taxed at a more favor- 
able rate than ordinary income. From the enactment of the first 
federal income tax in 1913 until 1922, no distinction was made be- 
tween capital gains and ordinary income. However, in the latter year, 
when the maximum rate on ordinary income reached 70 per cent, 
capital gains were accorded a preferred status. That preferred status, 
in one form or another, has continued until the present time. The 
preference to which capital gains have been entitled has varied greatly. 
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Beginning with 1922, they were taxable at a maximum rate of 12% 
per cent, and this rate continued until 1933. For two years capital 
losses were fully deductible, but in 1924 such losses, in the case of 
individuals, were deductible only to the extent of 12% per cent of the loss. 

An entirely new approach was adopted in 1934, in the case of 
capital gains of individuals, and this continued through 1937. No 
ceiling rate was placed on the capital gains tax, but a progressively 
larger portion of the gain was excluded from taxable income in 
proportion to the length of time that the asset in question was held. 
The portion excluded from income ranged from 10 per cent in the 
case of assets held from one to two years, to 70 per cent in the case of 
assets held over ten years. From 1939 to 1942, the same general 
theory was followed with altered proportions and different periods, 
but with an over-all limitation of 15 per cent. 


Beginning with 1942, individuals were given the option of in- 
cluding one half of their long-term capital gains in ordinary income 
or of separately computing the tax on such gains at 25 per cent 
(26 per cent for taxable years beginning after March 31, 1951, and 
before April 1, 1954). Corporations, which had been taxable on capi- 
tal gains at their regular rate until 1942, became entitled to use a 
maximum 25 per cent rate in that year. 


The practice of the British Commonwealth countries—the United 
Kingdom, Canada, South Africa and New Zealand—has been to ex- 
clude capital gains from the taxable income of both individuals and 
corporations unless such gains were incurred in the course of “trade.” 


The separation of capital gains from ordinary income, for income 
tax purposes, is justified by a number of considerations. 


(1) From an accounting point of view, capital gains and losses 
are not valid elements of income in the ordinary sense of that term. 
They lack the regular or recurrent element which is generally associ- 
ated with income. 


(2) In most cases assets are held because they produce income. 
This income itself is taxed, so that when capital gains, too, are taxed 
there is an element of double taxation: first, a tax on the capital value 
and, second, a tax on the income when it is received. For example, 
let us take the case where an investor sells an apartment building at 
a profit and reinvests the proceeds in another such building. He will 
be taxable on the income from the profit which is reinvested in the 
new building, so that to tax him on the gain itself is a species of 
double taxation. 


(3) In many cases the taxation of capital gains is nothing more 
nor less than imposing a tax on a decline in the purchasing power 


(Continued on page 174) 
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TAX-WISE NEWS 


W E WILL HAVE a Technical Amendments 
Act of 1960, Chairman Mills of the House Ways and Means Commit- 
tee has just introduced H. R. 9625. Also, he has ordered a favorable 
committee report on H. R. 9622, “The Trust and Partnership Income 
Tax Revision Bill of 1960,” which deals with Subchapters J and K... 
More on Congressional action in “Washington Tax Talk” at page 169. 


‘ 

(ZOVERN MENT can’t collect from bank 
which cashed refund checks. Here is what happened: Members of a 
family prepared fictitious W-2 withholding statements and attached 
them to false income tax returns. All returns claimed a refund of over- 
withheld income tax. The government issued refund checks. They 
were cashed by the bank which then became an endorser. The district 
court denied recovery on the ground that it was intended that the 
checks be issued in the names appearing on the returns. The payees 
were imposters, not forgers.—lU. S. v. Bank of America, 60-1 ustc J 9196. 


A N “official of an organization” was involved 
in litigation which was of a personal nature, but which focused nation- 
wide attention on the organization. A committee consisting of other 
officials of the organization was formed and raised funds from the 
organization’s members to pay the taxpayer-official’s legal expenses. 
The payment of these legal expenses resulted in taxable income to 
the taxpayer, rather than a gift, since the circumstances indicated that 
the organization felt that it would itself benefit from his eXoneration. 

Rev. Rul, 60-14. 


ry. 

| HE COMMISSIONER'S “get tough” pol- 
icy on expense accounts is discussed in “Washington Tax Talk” at 
page 170, but here is a new ruling on travel expenses. 


An employee can deduct traveling expenses incurred in attending 
a convention as business expenses if they otherwise meet the tests for 
deductible business expenses. (Rev. Rul. 60-16) ... Here’s a new 
case from the Ninth Circuit: A research scientist, who had a univer- 
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sity appointment paying a nominal stipend, traveled to Europe in 
connection with a free-lance research project she was engaged in. The 
Commissioner conceded that the travel expenses claimed as a deduc- 
tion were accurate and that they were necessarily incurred in connec- 
tion with the project, but disallowed their deduction as ordinary and 
necessary travel expenses on the ground that they were incurred 
neither in connection with a trade or business nor as an employee. 
The Ninth Circuit, in reversing the Tax Court (which had agreed with 
the Commissioner), held that the travel expenses were deductible 
because they were incurred in connection with an activity in which 
it was necessary for the taxpayer to engage in order to maintain her 
professional standing so that she might be eligible for prospective 
salaried appointments from research foundations. This scientist was 
in trouble with the Commissioner once before (a university gave 
her a lump-sum payment of $1,000 to clear up an estimated tax defi- 
ciency, and the Tax Court called this payment a gift), but the gist of 
the Ninth Circuit case is: What was the purpose of the scientist’s trips 
to Europe? Whether a taxpayer is conducting a trade or business is 
decided upon the intent of the taxpayer upon entering a special activ- 
ity. The scientist in this case said her intent, after the death of her 
husband, was the profit that might come to her through additional 
sources of income. The presence of a net profit in a short term is not 
essential to requisite intent. The Tax Court had said that her testi- 
mony to prospective monetary rewards from her research was “hope ;” 
however, the Ninth Circuit, in reversing, said: “The proper test is 
not reasonableness of the taxpayer’s belief that a profit will be realized, 
but whether it is entered into and carried on in good faith for the pur- 
pose of making a profit, or in the belief that a profit can be realized 
thereon, and that it is not conducted merely for pleasure, exhibition or 
social diversion.”—Brooks v. Commissioner, 60-1 ustc ¥ 9190. 


Ir IS AN OLD AXIOM that value is estab- 
lished by the price a willing buyer is prepared to pay to a willing 
seller. Here is a story about a building which was.sold on bids—the 
taxpayer being one bidder and the opposing parties being the other 
bidder. The bidding started with the taxpayer's offer of $75,000, 
which was immediately topped by the opposing bidder’s bid of $77,500. 
The bidding progressed up to the opposing parties’ bid of $100,000. 
This was then topped by the taxpayer’s bid of $100,250, and the tax- 
payer acquired the building at that price. The taxpayer claimed that 
the fair market value was $80,000. The Commissioner contended that the 
value should be the successful bid, that would be $100,250. Because 
the taxpayer contended that she was determined to acquire this piece 
of property for sentimental reasons, the Tax Court established the 
value as of the last bid of the opposing party, that was $100,000.- 
M. I. Moore, 18 TCM 1119. 


? 


W wat does “interest” mean, that is, in- 
terest which is deductible from income? First, there must be a bona 
fide borrower-lender relationship. This comes from an old, old case, 
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Gregory v. Helvering, which establishes that it is the substance of a 
transaction, not the form, which determines the tax result. And the 
Danny Kaye decision (CCH Dec. 23,891, 33 TC —, No. 58) is one more 
in the long line of recent decisions holding that interest which comes 
out of created transactions is not deductible when those transactions 
were entered into following a pattern and a plan for “achieving tax- 
savings for high-bracket taxpayers.” So interest, in order to be de- 
ductible, must be a payment for the use of money and, since no money 
or other economic benefits usually take place in these types of trans- 
actions, interest created by these schemes is not deductible. 


A MUSICIAN who operated his business 
from his home and played for hire in various locations not far from 
his home was allowed to deduct the automobile expenses and parking 
fees he incurred in traveling to such locations. This was an ordinary 
and necessary business expense. The fact that the musician operated 
from his home did not destroy his right to claim the deduction be- 
cause he used his home as his business headquarters.—Kice v. Riddell, 
60-1 ustc § 9176. 


A GENERAL CONTRACTOR subdividing 

a tract of land into residential lots was forced to pay the local water 

company for the installation of water lines and to pay for each meter 

installed in each house he built. The water company contract pro- 

vided that, after a certain period of time, the contractor would be 

reimbursed for this expense out of the receipts from the sale of water 
to the people who moved into the houses. 

The Commissioner ruled that the cost of each lot, for the purpose 

of determining gain or loss, can include a pro rata portion of the 

payment made for installing water lines and, also, that the cost of the 


houses can include payment made for the cost of installing the meters. 
-Rev. Rul. 60-3. 


D IVIDENDS received by the stockholder of 
an insurance company qualified for the dividend exclusion and credit, 
but the “dividends” received by an insurance policyholder do not 
qualify. 


ry 

Tue OWNER of construction equipment 
cannot deduct depreciation on the equipment for the period of time 
it is being used to make capital improvements for the equipment 
owner.—Rev. Rul. 59-380. 


rn 

Due METHOD of depreciation used by a 
taxpayer for income tax purposes does not have to be reflected in 
his books of account, Rev. Rul. 59-389 states. This new ruling 
modifies an earlier one in which it was held that the use of the 
declining-balance method would be approved only if it was in accord- 
ance with the method of accounting regularly used in keeping the 
taxpayer’s books. 
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February, 1960 


One Year of Subchapter S 


By MAX E. MEYER 


Subchapter S has been very much in the tax news, and here is an article 
discussing this new tax feature in the light of just-issued regulations. The 
article is based on the paper which Mr. Meyer presented at the 

University of Chicago Law School's Twelfth Annual Federal Tax Conference. 
He is a member of the law firm of Lord, Bissell & Brook, Chicago. 


UBCHAPTER §,' providing for the election of certain small busi- 

ness corporations to have their income taxed to their shareholders, 
was added to Chapter 1 of the Internal Revenue Code of 1954 by 
Section 64 of the Technical Amendments Act of 1958. Much has been 
and is being written explaining its technical provisions, possible uses 
and pitfalls.2 This article is not intended to be a comprehensive dis- 
cussion of Subchapter S or even to touch upon all of its provisions. 
Instead it will be concerned primarily with comments on interpreta- 
tions of and amendments to Subchapter S contained in Technical 
Information Release 113, published November 26, 1958;* proposed 
regulations published in the Federal Register on March 12, 1959; final 
regulations published in the Federal Register on December 19, 1959; 
and H. R. 47, enacted September 24, 1959. It may be noted that many 
more rulings and amendments may be required and are expected in 
the future. 


Definition of ‘‘Small Business Corporation’’ 


One of the requirements under Subchapter S is that an electing 
corporation not be a member of an affiliated group.* This requirement 


1 Code Secs. 1371-1377. 
* See, for example, Converse Murdoch, “Effect of Subchapter S on Decisions 
as to Form of Business Organization,” 38 Taxes 19 (January, 1960); Max E. 
Meyer, “Subchapter S Corporations,” 36 Taxes 919 (December, 1958). 
“® See CCH Federal Tax Reports (1959 Ed.), Vol. 6, § 6221. 
* Code Sec. 1371(a). 
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was interpreted by many to mean that 
an electing corporation could not have 
a subsidiary at the time of making 
its election but that it could acquire 
a subsidiary thereafter. The logic was 
based on Code Section 1504(b)(8), 
which was added to the consolidated 
return provisions at the same time 
Subchapter S was enacted and which 
in effect excluded an electing Sub- 
chapter S corporation from being con- 
sidered a member of an affiliated 
group. Code Section 1504(b)(8) is 
deleted by H. R. 47, so that now an 
electing Subchapter S corporation is 
no longer excluded from being a mem- 
ber of an affiliated group. Therefore, 
the election of a Subchapter S corpor- 
ation would terminate upon acquiring 
a subsidiary corporation, as it could 
no longer comply with the definition 
of a “small business corporation” 
under Code Section 1371(a).° 


Another requirement is that an 
electing corporation must have no 
more than ten shareholders. Both 
T. I. R. 113 and the proposed regula- 
tions ruled that each person who has 
an interest in stock as a community 
interest, as joint tenants, as tenants 
in common or as tenants by the en- 
tirety is a separate shareholder. For 
years beginning after December 31, 
1959, H. R. 47 added Code Section 1371 
(c), which in effect reverses this in- 
terpretation insofar as husbands and 
Wives are concerned and provides that 
stock held by them in one of the 
above-listed capacities shall be con- 
sidered as being owned by only one 
shareholder. Note that H. R. 47 ap- 
plies to stock owned by husbands and 
wives, and not to stock owned by a 
parent and child or others. The final 
regulations point out, rightfully, that 
the rules of H. R. 47 apply even 
though one of the spouses also owns 
shares of the same stock individually, 


but that if both spouses also own 
shares of the same stock individually, 
they will be considered two share- 
holders. In any event, both spouses 
are considered shareholders for other 
purposes of Subchapter S, such as 
having to file consents to the election. 


It is provided by T. I. R. 113 that 
where stock is held by a guardian or 
custodian for two or more minors, 
each minor is counted as a shareholder. 
The regulations are to the same effect. 


A third requirement of an electing 
Subchapter S corporation is that it 
have only individuals or estates as 
shareholders. Revenue Ruling 59-235" 
holds that if a partnership is a share- 
holder, the corporation will not qual- 
ify. Obviously, the ten-shareholder 
requirement could be avoided easily if 
a partnership counted as only one 
shareholder but, since a partnership 
is not a taxpaying entity, a few people 
thought that a corporation with a 
partnership as a shareholder might 
qualify under Subchapter S if it would 
qualify with each partner considered 
to be a separate shareholder. The 
Treasury says “no.” 


In addition, T. I. R. 113 considered 
the situation where stock is trans- 
ferred by an estate to a testamentary 
trust. Before the stock is transferred 
by the executor, the estate is the 
shareholder and the corporation may 
qualify, but the election would ter- 
minate upon the subsequent transfer 
of the stock to the trust. 


The ban on trusts’ being share- 
holders is all-inclusive. It includes 
Clifford-type grantor trusts, pension 
trusts, charitable trusts and even vot- 
ing trusts.® 


Query: Would a corporation hold- 
ing Treasury stock be considered a 





ode Sec. 1372(e) (3). 
1371-1(d) (2) (i) (b) 


5c 
*R 


eg. Sec 


106 
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"TI. R. B. 1959-28, July 13, 1959; see also 
Reg. Sec. 1.1371-1(d)(1). 
* Reg. Sec. 1.1371-1(e). 
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shareholder of its own stock and, 
therefore, disqualified? It is very 
doubtful. A further requirement of 
an electing Subchapter S corporation 
is that it have only one class of stock. 
For this purpose, only issued and out- 
standing stock is considered.®. The 
same should apply in counting the 
number of shareholders, particularly 
since the corporation has few, if any, 
of a shareholder's rights. It can’t vote 
the stock and it has no dividend or 
distribution rights. There would be 
no point in the regulations’ stating 
that Treasury stock is not considered 
for purposes of determining whether 
the corporation has more than one 
class of stock if the corporation would 
be disqualified in any event by being 
considered a shareholder of its own 
stock. 

One pitfall to be carefully watched 
is the case of a thin incorporation. 
The regulations provide: “If an in- 
strument purporting to be a debt 
obligation is actually stock, it will 
constitute a second class of stock.” '® 

The following additional situations 
are covered by T. I. R. 113: 

(1) Where a corporation has Class 
\ voting common stock and Class PB 
nonvoting common stock with equal 
dividend rights and liquidation prefer- 
ences, there is more than one class of 
stock. 

(2) Where there is Class A com- 
mon stock and Class B common stock 
with equal dividend rights and liq- 
uidation preferences and equal vot- 
ing rights, except that each class has 
the right to elect one half of the 
members of the board of directors, 
the corporation is considered to have 
only one class of stock. The regula- 
tions further refine this latter example 
by stating in effect that each group 
must have the right to elect members 
of the board of directors in a number 


proportionate to the number of shares 
in each group. 


As to the requirement that an elect- 
ing Subchapter S corporation be a 
“domestic corporation,’ the regula- 
tions provide in effect that the term 
includes domestic associations which 
are taxable as corporations, but does 
not include an unincorporated busi- 
ness enterprise electing to be taxed as 
a corporation under Code Section 


1361. 


One of the most controversial pro- 
visions in the proposed regulations 
was that a corporation could not make 
an election under Subchapter S if it 
were in the process of complete or 
partial liquidation, if it had adopted 
a plan of such liquidation, or if it were 
contemplating such action in the near 
future. Many people and organiza- 
tions complained that there is no basis 
in the law for such restrictions and 
the provisions were eliminated from 
the final regulations. 


Election 


In connection with the requirement 
that all shareholders must consent to 
the election by a Subchapter S cor- 
poration, T. T. R. 113 provides that 
the consent of a minor shall be given 
by the minor or his legal guardian; 
if none, it may be given by his natural 
guardian, 


In order for a new corporation to 
qualify immediately under Subchap- 
ter S, it must file its election during 
the first month of its taxable year. 
For this purpose, the final regulations 
provide that the taxable year of a new 
corporation does not begin until it 
“has shareholders or acquires assets 
or begins doing business, whichever 


is the first to occur.” ™ 


The final regulations also provide 
in effect that an otherwise timely 





* Reg. Sec. 1.1371-1(g). 
* Reg. Sec. 1.1371-1(g) 
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filed, valid election of a Subchapter S 
corporation for a taxable year begin- 
ning before March 1, 1960, will not be 
considered invalid because a proper 
shareholder’s consent was not timely 
filed if all shareholders (including all 
those who previously have filed timely 
and proper consents) file proper con- 
sents between December 19, 1959, and 
March 1, 1960, and if the shareholders 
satisfy the district director that the 
prior failure was not due to an inten- 
tion to avoid making a proper elec- 
tion.”? 


In connection with the requirement 
that a new shareholder must consent 
to the election within 30 days after 
becoming a shareholder, the regula- 
tions provide that, in case of the death 
of a shareholder, the 30-day period for 
filing the consent by his estate doesn’t 
begin until an executor or adminis- 
trator of the estate has qualified under 
local law to perform his duties. In no 
event, however, shall such period 
begin later than 30 days following the 
close of the taxable year in which the 
estate became a shareholder.”® 

For purposes of determining whether 
an election is terminated by reason of 
the corporation’s having more than 20 
per cent of its gross receipts from 
personal-holding-type income, the fi- 
nal regulations provide that the term 
“gross receipts” includes receipts 
from nontaxable sales or exchanges 
to which Code Section 337 applies, 
even though it doesn’t include receipts 
from other nontaxable transactions."* 
While it is undoubtedly of limited 
application, the effect of this inter- 
pretation is to disqualify fewer cor- 
porations. This is because the 100 per 
cent of gross receipts to which the 
personal-holding-type income must be 
compared to determine if it consti- 





. Sec. 3 
eg. Sec. 1.1: 3 

g. Sec. 1. -4(b)(5) 
g. Sec. 4 
4 


, sec. 1: -4(b) (5) (iv). 
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tutes 20 per cent of gross receipts 
may be a larger amount. 


Another liberalizing feature of the 
final regulations embraces provisions 
to the effect that proceeds from the 
disposal of timber, coal and patents 
which are considered proceeds from 
sales under Code Section 631 or Sec- 
tion 1235, as the case may be, will not 
be considered royalties (personal 
holding company income) for pur- 


poses of Code Section 1372." 
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and the regulations provide that hotel 
and motel income is not personal hold- 
ing company income, that is, “rent.” 
The deciding factor is whether signi- 
ficant services, such as maid services, 
are rendered to the occupant.’® 


Another controversial provision in 
the proposed regulations that remains 
unchanged in the final regulations 
holds that losses on sales or exchanges 
of stock or securities do not affect 
gains on sales or exchanges of other 
stock or securities for purposes of 
computing gross receipts constituting 
personal holding company income 
from such sales or exchanges.’* The 
Commissioner took the same position 
in a somewhat comparable situation 
involving the personal holding com- 
pany provisions of the 1939 Internal 
Revenue Code, but his view was re- 
jected by the court of appeals which 
held that only net gains should be 
taken into consideration.’* It is 
doubtful whether the Treasury’s posi- 
tion on this point is sound under Sub- 
chapter S. 


Tax Effects of Election 


The situation with respect to a de- 
ceased shareholder’s share of an elect- 
ing Subchapter S corporation’s loss is 


* Reg. Sec. 1.1372-4(b) (5) (viii). 


® Sicanoff Vegetable Oil Corporation v. 
Commissioner, 58-1 ustc § 9233, 251 F. 2d 
764 (CA-7). 
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alleviated by H. R. 47. Such a loss 
is deductible, pro rata, based upon the 
number of shares owned by each 
shareholder on each day of the tax- 
able year, for the shareholder’s tax- 
able year in which or with which the 
taxable year of the corporation ends. 
As the law was originally enacted, if 
such a shareholder died, apparently 
neither he nor any other person was 
entitled to deduct his share of the loss 
for the period he owned stock. This 
situation was remedied by H. R. 47, 
and his share of the loss is now allow- 
able in his final return.?® His estate 
is then entitled to deduct its share of 
the loss for the portion of the year 
it owned stock after the shareholder’s 
death. 


With respect to the pass-through of 
capital gain to the shareholders of an 
electing Subchapter S_ corporation, 
the final regulations have added a 
sentence and an example to make it 
clear that a shareholder may claim 
capital gains treatment on gain actu- 
ally distributed to him while a share- 
holder even though he disposes of his 
stock before the end of the corpora- 
tion’s taxable year.?° 


The regulations, whether rightly or 
wrongly, inject the collapsible cor- 
poration concept into Subchapter S. 
They provide that Section 341 relat- 
ing to collapsible corporations may 
apply to gain on the sale or exchange 
of, or a distribution which is in ex- 
change for, stock in an electing small 
business corporation." 


In addition, the collapsible corpora- 
tion concept appears in the treatment 
of capital gains. For the purpose of 
determining whether gain on a sale 
or exchange of an asset by a Subchap- 
ter S corporation is capital gain, the 
regulations state that the character of 
the asset is to be determined at the 
corporate level. They go on to 


provide that if a Subchapter S cor- 
poration is availed of by any share- 
holder or group of shareholders owning 
a substantial portion of the stock 
of such corporation, for the purpose 
of selling property which, in the 
hands of such shareholder or share- 
holders, would not be an asset, gain 
from the sale of which would be cap- 
ital gain, then the gain on sale of such 
property by the corporation will not 
be treated as capital gain.?* In addi- 
tion, for the purpose of determining 
the character of the asset in the hands 
of the shareholder, the activities of 
any other electing small business cor- 
poration in which he is a shareholder 
shall be taken into consideration. 


It is questionable whether there is 
any basis in the law for such provi- 
sions. Many people think legislation 
is required to reach this result. When 
the regulations were proposed, it was 
pointed out to the Treasury that in 
the collapsible corporation sections of 
the Code, Congress has specifically 
provided for a limited disregard of 
the corporate entity. In the Subchap- 
ter S area the Treasury has added 
this kind of provision without any 
Congressional authorization. Since 
Subchapter S specifically treats the 
corporation as a separate entity and 
the regulations respect this view in 
all matters, these provisions should 
not be included in the regulations. 
However, they are in the final regu- 
lations without change. 


The statute is unclear as to the 
treatment of an operating loss for a 
year prior to an election by a Sub- 
chapter S corporation. It is clear that 
no one gets the benefit of the loss for 
the years an election is in effect, but 
there are the questions of whether 
such years count as part of the five- 
year carry-over period during which 
operating loss can be used and whether 
the income of such years must be 





» Code Sec. 1374(b). 
” Reg. Sec. 1.1375-1(a)(e). 
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* Reg. Sec. 1.1372-1(c)(8). 
2 Reg. Sec. 1.1375-1(d). 





offset against the loss even though 
the income is the share- 
holders. The regulations take the 
position that the years during which 
the election is in effect count as part 
of the carry-over period, but that the 
loss doesn’t have to be offset against 
the income during such years.** If an 
election were in effect for five straight 
years, an operating loss for the year 
just prior thereto could never be of 
any tax benefit to the corporation or 
its shareholders. 


taxable to 


Normally, distributions to share 
holders of an electing corporation in 
its current earnings and 
profits are considered as distributed 
out of previously taxed income and, to 
the extent therefore, could be received 
by the shareholders tax-free. However, 
the regulations provide that if all the 
shareholders consent, such excess dis 
tributions may be considered to 
made out of accumulated earnings 
and profits rather than out of previ- 
ously taxed income.** This would re- 
sult in a dividend tax but the previously 
taxed income would remain available 
for distribution tax-free. 


excess of 


be 


In Rev. Rul. 59-221, the Treasury 
ruled that income of an electing Sub- 
chapter S corporation is not self-em- 


ployment income to the shareholders. 


The self-employment tax is imposed 
only upon income resulting from the 
trade or business of an individual or 
a partnership.” 


Glance at Future 


Subchapter S has been more popular 
than many people expected. It is 
estimated that approximately 60,000 
corporations have elected to be taxed 
under its provisions and, in fact, dur 
ing the six-month period from January 
1 through June 30, 1959, 29,000 elect 
ing filed 
Forms 1120-S. However, if the views 


corporations returns on 


Reg. Sec. 


* Reg. Sec 
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of Congressman Mills, chairman of 
the House Ways and Means Commit- 
tee, are adopted, a great deal of the 
popularity of Subchapter S will prob- 
ably be eliminated. 


The availability of fringe benefits 
would be affected by H. R. 9003, in- 
troduced by Congressman Mills in 
the House in September, 1959, by 
denying employee status to principal 
shareholders. A principal shareholder 
is defined as one owning more than 5 
per cent of the stock of an electing 
corporation. 


The bill provides that a principal 
shareholder of an electing corporation 
shall not be considered an employee 
for purposes of Section 101(b) (relat- 
ing to employees’ death benefits), 
Section 105 (relating to amounts re- 
ceived under accident and health plans ), 
Section 106 (relating to contributions 
by employers to accident and health 
plans), Section 119 (relating to meals 
and lodging furnished for the con- 
venience of the employer), Section 
401(a) (relating to qualified pension, 
profit-sharing, and stock-bonus plans) 
and Section 403 (relating to taxation 
of employee annuities). 


The views of Congressman Mills 
on this policy question are supported 
by some witnesses appearing before 
the House Ways and Means Commit- 
tee at its recent hearings on federal 
In addition, H. R. 9003 
and a majority of the witnesses before 
the committee would not permit a 
Subchapter S corporation to select a 
fiscal year different from that of the 
principal shareholders. This would 
take away the possibility under present 


income taxes. 


law of postponing or shifting income 
between years by having an electing 
corporation adopt a fiscal year differ- 
from that of its shareholders. 
Congressman Mills would 


(Continued on page 168) 
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Tax Economics 
of Charitable Giving 


By WILLIAM C. PENICK 


This article analyzes the incentives Congress has attached to the giving 

of one’s own abundance to charity. Based on a booklet 

of Arthur Andersen & Co. (Copyright 1959 and 1960, Arthur Andersen & Co.), 
it has been brought up to date for this publication. 

Mr. Penick is a partner, Arthur Andersen & Co., New Orleans, Louisiana. 


HARITABLE GIVING has become an accepted part of our 

society for many reasons. Aside from humanitarian and moral 
aspects, tax benefits have assumed increasing importance. This is 
due in no small part to the extremely high graduated tax rates appli 
cable to individuals. The purpose of this article is to explain and 
comparatively appraise the economic consequences, from a tax view- 
point, of the principal methods by which individuals may make gifts 
to charitable and educational organizations. The major emphasis is 
on federal income taxes, although brief consideration is given to fed- 
eral estate and gift tax aspects of charitable donations, In some cases, 
the impact of state taxes also may be significant. Since they may vary 
widely from state to state, however, no attempt has been made to 
consider them. 


Sometimes, because of tax effects, an individual can make a profit 
on a contribution. The principal methods and circumstances under 
which this will occur are: 

(1) A bargain sale to charity of appreciated securities at a price 
equal to tax cost, provided that the individual would have sold the 
securities in any event and also provided that his top effective tax 
bracket is more than 75 per cent. 

2) A life income plan (reservation of income from the securities 
for the balance of one or two lives with immediate contribution of 
remainder interest to charity), provided that the donor in any event 
would have bequeathed the securities to charity (there are two basic 
types of life income plans—one where taxable securities are given 
and retained by the charity and the other where taxable securities are 
given but are then sold by the charity, with the proceeds being invested 
in municipal bonds—both types generate immediate additional cash, 
and the conversion-into-municipals type usually will produce more net 
income for the life of the donor). 
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(3) Gifts of appreciated securities, 
depreciable property, or oil properties 
by individuals where the top effective 
tax rate times the market value is 
more than cost plus 75 per cent of the 
appreciation, again provided the indi- 
vidual in any event would have sold 
them. 


Other significant points are the 


following: 

(1) In all tax brackets an indi- 
vidual will realize more economic 
gain from a bargain sale to a char- 
itable organization of appreciated 
securities for an amount equal to his 
tax cost than if he were to make a 
contribution of the full value of such 
securities to charity. 

(2) Under a variation of the gift- 
of-income method, gift tax can be 
saved, and frequently an increase in 
immediate net cash will be realized, 
by a gift of the income interest to 
charity for a term of at least two 
years with the remainder interest go- 
ing to the intended donee, such as a 
child. 

The discussion of tax consequences 
in this article is necessarily in some- 
what general terms. Accordingly, 
prospective contributors should re- 
view their individual situations with 
their own tax advisors to ascertain 
the probable results of entering into 
a plan of charitable giving. This is 
particularly true in the area of re- 
served income or charitable annuity 
plans where local laws pertaining to 
trusts and inheritance may be involved. 


Basic Principles 


Types of organizations contribu- 
tions to which are deductible.—To se- 
cure the benefits granted by Congress, 
it is necessary that contributions be 
made to certain types of organizations. 
Basically, they fall into two groups. 
The first includes churches, hospitals 
and schools and the second comprises 
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all other types of organizations which 
qualify under the rules set forth in 
the Internal Revenue Code. This lat- 
ter group includes United Funds, 
Community Chests, the American 
Red Cross, and many other types of 
organizations, such as those devoted 
to fighting various diseases. Before 
such an organization can establish its 
exempt status so that contributions to 
it may be deductible, it must apply 
for exemption to the Internal Rev- 
enue Service. The Revenue Service 
periodically publishes a list of ap- 
proved organizations to which contri- 
butions are deductible, 


In recent years, there has been sub- 
stantial growth in the number and 
activities of private charitable founda- 
tions of one sort or another. Generally 
speaking, an individual who estab- 
lishes a foundation can control to a 
considerable extent the uses to which 
his wealth will be put. He may define 
in the foundation’s charter the objec- 
tives and purposes which he wishes 
to support. In some cases, he can 
effectively retain control of a closely 
held business for his family through 
creation of a foundation, The rules 
for securing and maintaining tax ex- 
emption are quite involved and are 
beyond the scope of this article. 
Suffice it to say that private founda- 
tions are becoming increasingly sub- 
ject to scrutiny by the Revenue Service 
and Congress itself, and extreme care 
should be exercised in establishing 
one and in maintaining its exemption. 


Limits on amount of deductions.— 
An individual taxpayer may deduct 
contributions to any approved char- 
itable organizations to the extent of 
20 per cent of his adjusted gross in- 
come. Generally speaking, adjusted 
gross income is gross income from all 
sources reduced by trade or business 
expenses. In addition, an individual 
may deduct contributions of another 
10 per cent of adjusted gross income 
if made to churches, schools or hos- 
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pitals. In other words, if all contribu- 
tions are made to churches, schools or 
hospitals, the maximum _ limitation 


will be 30 per cent of adjusted gross 
income. For example, if an individu- 
al’s adjusted gross income is $75,000, 


he can deduct contributions to the 
United Fund and similar organiza- 
tions, to the extent of $15,000. He can 
deduct an additional $7,500 of con- 
tributions to churches, schools or hos- 
pitals. If he prefers, he may make 
the entire $22,500 of contributions to 
churches, schools or hospitals. 


Under certain conditions, individu- 
als may deduct an unlimited amount 
of contributions if, in the year of the 
contributions and in eight of the ten 
preceding years, the amount of the 
contributions plus the amount of in- 
come tax paid during each year 
exceeds 90 per cent of the taxable 
income for each year computed with 
certain modifications. This is an un- 
usual facet of charitable giving, and 
our discussion will be limited to the 
more common situations. 


Generally speaking, corporations 
may deduct contributions to the ex- 
tent of 5 per cent of their taxable 


income, 


Timing of deductions.—According 
to the income tax regulations, a con- 
tribution in the form of a check is 
effective at the time the check is un- 
conditionally delivered or mailed to a 
charitable institution, even though 
the check may not clear the donor’s 
bank until the subsequent year. If 
the contribution is in the form of 
stock, the gift is completed at the 
time of unconditional delivery of a 
properly endorsed stock certificate to 
a charitable donee. On the other 
hand, if the donor delivers the certifi- 
cate to his broker or to the issuing 
corporation for transfer to the name 
of the donee, the gift is not completed 
until the date the stock is transferred 
on the corporation’s books, 
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As noted, charitable contributions 
are deductible only within certain per- 
centage limitations. Cases may arise 
where a donor wishes to make a con- 
tribution in an amount greater than 
his limitation for a particular year. 
Accordingly, it may be desirable to 
spread the contribution over a period 
of years so that the maximum tax 
benefit may be derived. In the case of 
contributions of money, this normally 
presents no problem, since the donor 
can simply make cash payments up to 
his maximum limitation in each year 
until he has given the desired amount. 
In the case of contributions of prop- 
erty, however, more difficult problems 
may be encountered. One example 
of a solution which has been approved 
by the Revenue Service involved the 
donation of certain land and improve- 
ments to a charitable organization. 
To spread his contribution over a 
period of years and thus stay within 
the percentage limitation, the tax- 
payer initially gave a two-fifths undi- 
vided interest in the property to the 
charitable organization and rented the 
remainder at a fair rental under a 
three-year lease with an option to 
buy. The lease agreement provided 
that if the donor contributed any of 
the remaining three fifths of the prop 
erty to charity, the rent would be 
reduced proportionately. The Rev- 
enue Service approved this plan and 
held that the taxpayer was entitled to 
a charitable contribution for the value 
of the two-fifths interest he had con- 
tributed initially. He will also be 
allowed additional deductions in the 
future if he contributes any part of 
the balance of the property. 

Another device for splitting gifts 
between years involves transferring 
the entire property to a charitable or- 
ganization and taking back notes for 
the excess of the value of the property 
over the maximum amount deductible 
as a contribution. Each year there- 
after, the notes could be canceled in 
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amounts designed to use up the max- 
imum charitable deduction for those 
years. At the present time, however, 
there may be some danger in this pro- 
cedure, The Revenue Service may 
contend that the notes are actually 
not bona fide obligations of the char- 
itable organization and the donor has 
in effect given the entire property in 
the first year. In addition, if the fair 
value of the notes exceeds the cost 
basis of the property in the hands of 
the donor, taxable gain would result 
equal to the excess. For these rea- 
sons, it is generally felt that giving 
undivided interests in property is a 
safer method of splitting contribu- 
tions for tax purposes. 





Type of return 
Taxable income before 
contribution 


Joint 


$50,000 


Methods of Making Gifts 


Cash gifts——The simplest type of 
contribution is a payment of cash to 
a charitable organization. No ques- 
tion of the value of the contribution is 
involved and, assuming that proof of 
payment can be made by means of a 
canceled check or a receipt from the 
charitable organization, the contribu- 
tion will be deductible within the per- 
centage limits previously noted. The 
net effect of such a contribution will 
depend primarily on the tax bracket 
of the donor. 


Following are computations of the 
net cost of cash contributions at vari- 
ous levels of income: 


Assumptions 
Your 


II Ill Situation 


Joint Separate 


$100,000 $150,000 








Amount of contribution 


. $10,000 


$ 10,000 $ 10,000 


Tax on income before 
contribution 

Tax on income after 
contribution 


Reduction in tax due to 
contribution 


Net cost of contribution to 
donor 


$20,300 


14,520 


$ 53,640 $111,820 


46,440 102,920 


$ 8,900 





2,300 $ 


1,100 








The graph on the facing page sum- 
marizes the net cost of making cash 
contributions for individual taxpay- 
ers. Each shaded bar indicates the net 
cost of contributing $1,000 to a char- 
ity at various levels of taxable income. 
Results are shown on both joint re- 
turn and separate return bases. 


It is apparent that the higher the 
tax bracket of the donor, the less 
the cost of making the contribution. The 
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government is, in effect, sharing the 
cost of the gift, depending on the tax 
bracket of the donor. 


Gifts of property.—The rule is well 
established that a contribution in the 
form of property will be deductible 
to the extent of the fair market value 
of the property at the date of the 
donation, subject, of course, to the 
percentage limitations noted above. 
This rule applies even though the 
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NET COST OF $1,000 CONTRIBUTION 
























































TAXABLE INCOME 


JOINT RETURN - ES} 
SEPARATE RETURN- 


property may have greatly appreci- 
ated in value in the hands of the donor 
prior to the time of the gift. No tax- 
able gain is recognized by the donor 
from the gift of appreciated properties 
to charitable organizations. The In- 
ternal Revenue Service has also ruled 
that the satisfaction of a pledge of a 
specific dollar amount to a charitable 
organization by the donation of ap- 
preciated properties does not result in 
taxable gain to the donor. 
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Because of the high individual tax 
rates, situations may arise where a 


person will realize more from a chari- 
table donation of appreciated properties 
than from the sale of such properties. 
The following table, which illustrates 
the effect of making contributions in 
the form of property, assumes that the 
donor gives stock worth $100 per 
share but which cost him only $5 per 
share. 
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Type of return 
Taxable income before 


tribution 


con- 


Assumptions 
Your 





Joint 


$50,000 


IT III 


Joint 


Situation 


Separate 


$100,000 $150,000 








Amount of contribution—100 
shares of stock valued at 
$100 per share 


$10,000 


$ 10,000 $ 10,000 








Tax on income before 
tribution 
Tax on income 


tribution 


con- 


after con- 


Reduction in tax (net cash real- 
ized) due to contribution 


$20,300 


14,520 


$ 53,640 $111,820 


46,440 102,920 





$ 5,780 


$ 7,200 








Cash proceeds if stock had 
been sold 


Tax on sale 


$10,000 
2,375 


$ 10,000 


2575 2,375 





Net cash realized from sale 


$ 7,625 


$ 7,625 





$ 7,625 





As shown in the table, a married 
man with $50,000 of taxable income 
would realize $5,780 from a contribu- 
tion of the stock or $7,625 from a 
sale. On the other hand, a single 
man with $150,000 of taxable income 
would realize more from a contribu- 
tion ($8,900) than from a sale ($7,625). 
The exact point at which the cash 
realization would be the same depends 
on the relationship of the tax basis 
of the stock to its value and, of course, 
the tax bracket of the taxpayer. 

In this example, we have assumed 
a donation of appreciated stock which 
the donor might otherwise sell or 
retain as he wishes. A charitable 
contribution may also be considered 
under circumstances where the donor 
has no choice about disposing of his 
property. For example, a man may 
own some bonds which will be called 
for redemption in a short period of 
time. Perhaps he bought these bonds 
a number of years ago in less pros- 
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perous times for a fraction of their 
face value. He is now faced with 
the prospect of realizing a substantial 
taxable gain if he holds them to 
maturity. If he chooses to donate 
them to a charitable organization, 
however, he may realize more than 
he would on redemption. In other 
words, he might effect a net profit 
by virtue of his philanthropy. 

As noted above, no gain is recog- 
nized on the donation of property 
to a charitable organization. It is 
equally true that no loss is recog- 
nized. Accordingly, if a taxpayer 
holds property which has depreciated 
in value since being acquired by him, 
it will generally be advisable for him 
to sell the property, thereby realizing 
a deductible loss, and then to make 
a cash contribution of the proceeds 
if he so desires. 

Bargain sales to charitable organi- 
zations.—Bargain sales of appreciated 
securities to charitable organizations 


TAXES —The Tax Magazine 





are one of the lesser-known methods 
of making charitable contributions at 
a minimum cost to the individual 
donor and sometimes even at a profit. 
If an individual holds securities which 
have appreciated in value, he may 
sell them to a charitable institution 
for a price equal to their tax basis 
in his hands. The difference between 
the sale price and the fair market 
value on the date of sale will con- 
stitute a gift to 'the charitable institu- 
tion. The actual cash realization from 
such a procedure would be the sum 
of the sale price and the tax saving 
from the charitable contribution. For 


Type of return 
Taxable income 
tribution 


before con- 


I 


Joint 


$50,000 


example, let us assume that an indi- 
vidual holds some stock with market 
value of $10,000 and tax basis of 
$6,000. If he sells the stock to his 
church for $6,000, he will have made 
a contribution of $4,000. His total 
cash realization would be the $6,000 
received from the church plus the re- 
duction in tax from the $4,000 con- 
tribution. 


Following is a table illustrating this 
plan under different assumed levels 
of income. We have assumed that 
stock worth $10,000 with tax basis 
of $6,000 is sold to a church for $6,000. 


Assumptions 
Your 
il Situation 


Joint 


III 
Separate 


$100,000 $150,000 








Amount of contribution ($10,000 
value less $6,000 sale price) 


$ 4,000 


$ 4,000 $ 4,000 











Tax on income before 
tribution 
Tax on income 


tribution 


con- 


after con- 


Reduction in tax due to con- 
tribution 
Cash received from church 


$20,300 


17,940 


$ 53,640 $111,820 


50,760 


108,260 





$ 2,880 


6,000 


3,560 
6,000 





Total amount realized 


Net cash realized if stock sold 
for $10,000 and no contribu- 


tion made 


$ 8880 


9,560 








An individual will realize more from 
a sale of appreciated property to char- 
ity at his tax cost than he would 
from a sale at market whenever his 
top effective tax rate is more than 
75 per cent. This, of course, assumes 
that the amount of the contribution 
will be within the percentage limita- 
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tions on contributions. If the sale to 
the charity is made at less than the 
donor’s basis, he will, in effect, have 
made an additional contribution to 
the charity, but no deductible loss 
will have been realized. 

The economic benefits of a bargain 
sale to a charitable institution are pri- 
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marily dependent upon the obtaining 
of a saving in income taxes from the 
contribution of the excess of the mar- 
ket 


donor’s cost. 


value of the securities over the 
Accordingly, he should 
build a record to prove that it 
his intent at the time of the sale to 
make a gift of such the 
institution. This donative intent can 
be proved by the delivery to the in- 
stitution of a letter expressing the 
donor’s intentions. Normally, the letter 
should accompany the securities at 
the time they are transferred to the 
institution. 


was 


excess to 


Reserved income gifts—general dis- 
cussion.—Recent years have brought 
increased interest in plans where the 
donor reserves income from properties 
given to charitable organizations. These 
plans may take several different forms, 
but fundamentally they are of two 
types: (1) A donor may give secu- 
rities or other property to a chari- 
table organization with the condition 
that the organization pay him the 
income from those securities for his 
lifetime. We will refer to this as 
(2) There are 


a life income plan. 
arrangements where cash, securities, 
or other property will be transferred 
to a charitable organization and the 


organization will agree to pay the 
donor a specific amount each year 
for his lifetime. This is usually called 
a charitable annuity plan. 

Before discussing these plans indi- 
vidually, there are certain points com- 
mon to both of them which merit 
consideration. If an individual donates 
property to a charity subject to the 
right to either the income 
from that property or a fixed annual 
amount for a period of time, the ex- 
cess of the value.of the property over 
the value of the right to receive the 
income—that is, the remainder value 

represents a contribution to the 
organization. The value of the right 
to the income and, accordingly, the 
amount of the remainder value de- 
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pends primarily on the life expectancy 
of the donor. The Revenue Service 
has issued tables based on mortality 
factors to facilitate determination of 
such remainder values (see Exhibit A). 
If the donor wishes, the charity 
may pay income from the property 
not only to him for his lifetime, but 
also to other designated beneficiaries 
for the period during which they sur- 
vive the donor. A common example 
of this is the situation where a man 
wishes income to be paid him for his 
lifetime and then to his wife for her 
lifetime. This may be done under 
either the life income plan or the 
charitable annuity plan. By making 
such an agreement, however, the donot 
may incur both gift and estate taxes 
which would lessen the over-all tax 
benefits that would otherwise be en- 
joyed. Stated quite simply, if a man 
contracts with a charity to pay him 
income from donated property for his 
lifetime and then to his wife for her 
lifetime, he has made a gift to his 
wife measured by the value of the 
right to receive the income for the 
period that she survives him. Fur 
ther, upon his death there would be 
included in his taxable estate the 
value of her right to receive the in- 
come for the remainder of her life- 
time. The complexities of the gift 
and estate tax provisions which relate 
to this situation are beyond the scope 
of this article. Therefore, it is de- 
sirable that a person wishing to set 
up a joint-life reserved income or 
charitable annuity plan consider the 
problem carefully with his own tax 
advisor. With this background 1n 
mind, let us now consider each of 
these types of plans individually. 
Life income plans.—The simplest 
sort of life income plan would involve 
an individual’s transferring securities 
to a charitable organization with the 
provision that the organization pay 
the income from those securities to 
the individual for his lifetime. The 
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individual would treat as a charitable 
contribution the present value of the 
so-called “remainder interest” which 
would ultimately pass to the charity. 
Attached Exhibit A is a table 
showing the percentage factors used 
for determining this remainder value 
at various ages. To illustrate how 
the table works, if the age is 60, the 
amount of the contribution deduction 
would be 60.321 per cent of the value 
of the securities at the time they are 
transferred to the charitable organi- 
vation. At age 65, this percentage 
would increase to 66.580 per cent. 


as 


After the securities have been trans- 
ferred to the charitable organization, 
it would collect the income from them 
and remit it to the donor periodically. 
The Revenue Service treats the life 
income arrangement as being similar 
to an irrevocable trust for tax pur- 
with the donor being the life 
income beneficiary and the charity 
being the remainderman. Accordingly, 
many of the tax provisions applicable 


poses, 


Assuming that the age of the 


donor is 55: 


Type of return 
Taxable income before 


tribution 


con 


Value of securities given 


to trusts will apply. Therefore, the 
income received by the donor from 
the charitable institution, which in 
turn relates to the income from the 
securities transferred to the organi- 
zation, will be taxed to the donor in 
substantially the same manner as if 
he had received it directly. 

One of the principal advantages of 
this plan is that the donor realizes 
an immediate cash benefit from the 
charitable deduction while continuing 
to enjoy the income from the prop- 
erties given. If the properties trans- 
ferred to a charitable organization 
have appreciated in value in the donor’s 
hands, no taxable gain is recognized 
on the transfer. Following are tables 
showing how this plan might work 
at different assumed ages and levels 
of income. In all cases, it is assumed 
that securities with a present value 
of $10,000 are transferred to a charity 
with the condition that income from 
the securities be paid to the donor 
for his lifetime. 


Assumptions 
Your 





I Il 
Joint 


$50,000 


$10,000 


Situation 


Il 


Joint Separate 


$100,000 $150,000 


$ 10,000 


$ 10,000 








Percentage treated as contri- 
bution 


54.074 


54.074 





$ 5,407 


Amount of contribution 








Tax on income before contri- 
bution 

Tax on income after contribu- 
tion 


Reduction in tax due to con- 
tribution 
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$20,300 


17,110 


$ 3,190 


$ 53,640 $111,820 


49,747 107,008 


3,893 $ 481 





Assuming that the age of the donor 
is 60: 


I 
Type of return Joint 
Taxable income before 


tribution 


con- 


$50,000 


Assumptions 


I] 
Joint 


III 
Separate 


$100,000 $150,000 


Your 
Situation 








Value of securities given 


$10,000 


$ 10,000 $ 10,000 








Percentage treated as contri- 
bution 


60.321 


60.321 60.321 








Amount of contribution 


$ 6,032 


$ 6,032 


$ 6,032 








Tax on income before contri- 


bution 


$20,300 
Tax on income after contribu- 


tion 16,742 


$ 53,640 $111,820 


49,297 = 106,452 





Reduction in tax due to con- 


tribution $ 3,558 


$ 4,343 $ 5,368 








Assuming that the age of the donor 
is 65: 


I 
Type of return Joint 
Taxable income before 


tribution 


con- 


$50, 


Assumptions 


I 
Joint 


Il 
Separate 


$100,000 $150,000 


Your 
Situation 








Value of securities given 


$ 10,000 $ 10,000 








Percentage treated as contri- 


bution 66.580 


66.580 66.580 








Amount of contribution $ 6,658 





$ 6,658 $ 6,658 








Tax on income before contri- 
bution 20,300 


Tax on income after contribu- 
tion 


16,392 


$ 53,640 $111,820 


48,846 105,894 





Reduction in tax due to con- 
tribution 


$ 3,908 


$ 4,794 $ 5,926 
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As noted above, a variation of this 
plan would involve the donor’s re- 
serving the income not only for his 
lifetime, but also for another person’s 
lifetime. The net effect of this ar- 
rangement defer the date on 
which the securities will ultimately 
pass to the charitable organization. 
This, in turn, reduces the present 
value of the remainder interest which 
will pass to the organization. This 
arrangement also involves estimates 
of life expectancy, and the Revenue 
Service has published tables showing 
remainder-value factors based on two 
lives. Extracts from this table are 
included as Exhibit B. For purposes 
of illustration, let us assume that the 
donor is 65 and wishes income after 
his death to go to his wife (aged 61) 
for her lifetime. Referring to the 
table, the amount of the contribution 
will be 54.189 per cent of the value 
of the securities transferred. It would 
be possible to contract with the chari- 


is to 


table organization to pay the income 
to several individuals after the donor’s 
death. Generally speaking, however, 
most charitable organizations prefer 
to limit this arrangement to two lives. 
Plans involving more than two lives 
might create rather involved estate 
and gift tax problems. 


At the bottom of this page and on 
the following page are examples illus- 
trating this plan under several as- 
sumptions. 


It was noted earlier that a joint life 
plan might involve gift tax problems. 
An example might help to illustrate 
this point: Let us assume that a man 
aged 65 is considering entering into a 
life income contract with a university. 
He wishes to give securities worth 
$10,000 to the school, reserving the 
income for his life. Referring to Ex- 
hibit A, the remainder factor is 66.580 
per cent, which means that there 
would be a contribution of $6,658. 








Assuming that the ages of the 
donor and the spouse are 55 and 50: 


Type of return 
Taxable income before contri- 
bution 


Assumptions 
Your 





Joint 


$50,000 


II Ill Situation 


Joint Joint 


$100,000 $200,000 








Value of securities given 


$10,000 


$ 10,000 $ 10,000 








Percentage treated as contri- 
bution 


Amount of contribution 


40.672 


40.672 40.672 








$ 4,067 


$ 4,067 $ 4,067 








Tax on income before contri- 
bution 

Tax on income after contribu- 
tion 


20,300 


17,900 


$ 53,640 $134,640 


131,102 





Reduction in tax due to con- 
tribution 


$ 2,400 


50,712 


$ 2,928 $ 3,538 
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Assuming that the ages of the 
donor and the spouse are 60 and 53: 


Assumptions 
—— Your 
I II Ill Situation 
Type of return Joint Joint Joint 
Taxable income before contri- 


bution $50,000 $100,000 $200,000 








Value of securities given $10,000 $ 10,000 $ 10,000 








Percentage treated as contri- 
bution 45.268 45.268 45.268 





Amount of contribution $ 4,527 $ 4,527 $ 4,527 











Tax on income before contri- 

bution $20,300 $ 53,640 $134,640 
Tax on income after contribu- 

tion 17,629 50,380 130,702 


Reduction in tax due to con- 
tribution $ 2,671 $ 3,260 


$ 3,938 








Assuming that the ages of the donor 
and the spouse are 65 and 61: 


Assumptions 
Your 
I II Ili Situation 
Type of return Joint Joint Joint 
Taxable income before contri- 


bution $50,000 $100,000 $200,000 














Value of securities given $10,000 $ 10,000 $ 10,000 








Percentage treated as contri- 
bution 54.189 54.189 54.189 








Amount of contribution $5,419 $ 5419 $ 5,419 








Tax on income before contri- 

bution $20,300 $ 53,640 $134,640 
Tax on income after contribu- 

tion 17,103 49,738 129,925 





Reduction in tax due to con- 
tribution $ 3,197 $ 3,902 4715 
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Since he wishes to reserve the income 
only for his life, there will be no gift 
tax involved. On the other hand, 
if he also wishes the school to pay the 
income to his wife (aged 61) for her 
lifetime, the remainder factor (Ex- 
hibit B) becomes 54.189 per cent. The 
amount of the contribution is reduced 
to $5,419. The difference between the 
two amounts ($6,658 less $5,419) 
represents a gift to his wife. Actually, 
no gift tax will be incurred if a suf- 
ficient portion of the donor’s lifetime 
gift exemption of $30,000 is available 
and used. 


It was previously noted that life 
income plans are generally subject to 
the provisions for the taxation of 
trusts. If a donor prefers, he can 
actually establish a trust with an in- 
dependent trustee to administer the 
property. The trust instrument could 
provide that income be paid to the 
donor for his life and then the trust 
corpus (the property itself) would 
be transferred to the charitable insti- 
tution. The tax results would be the 
same as those outlined above. 


Over the past few years, consider- 
able controversy has developed as to 
whether life income plans with churches, 
schools or hospitals result in contribu- 
tions which would qualify for the 
additional 10 per cent limitation dis- 


cussed earlier. The Revenue Service 
has recently ruled that remainder in- 
terests under life income plans with 
a college or a church do qualify for 
the additional 10 per cent limitation. 
Presumably, this would also apply to 
hospitals. 


Conversion into exempt securities— 
How to accomplish—A variation of 
both types of these life income plans 
which has attracted considerable in- 
terest involves the conversion of 
securities given to a charitable organiza- 
tion into tax-exempt securities. Ap- 
preciated securities may be given to 
a charitable organization under a life 
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income plan, and the organization 
will sell the securities and invest the 
proceeds in tax-exempt municipal 
bonds. Under present tax provisions, 
no tax will be incurred on the con- 
version to municipals. The income 
from the municipals will also retain 
its exempt character when distributed 
to the donor. In this connection, it is 
important that the charitable organi- 
zation keep separate from its portfolio 
of taxable securities the tax-exempt 
bonds acquired under plans like these. 
Some institutions have set up special 
funds comprised of exempt securities 
subject to life income plans. Others 
prefer to set up an individual trust or 
account for each donor. 


—Increased yield.—If an individual 
holds securities which have appre- 
ciated substantially in value and he 
is interested in converting his invest- 
ment into municipal bonds, this type 
of arrangement may be quite at- 
tractive. A sale of the securities by 
him would incur capital gains taxes, 
thereby reducing the funds available 
for investment in municipals. Han- 
dling the conversion through a life 
income plan with a charitable institu- 
tion avoids the tax and provides more 
funds to invest in exempt securities. 
This, in effect, increases the yield 
after conversion. 

Charitable annuities.—As noted, the 
charitable annuity arrangement gen- 
erally takes the form of a gift to a 
charitable organization in return for 
a commitment by the organization to 
pay a certain sum each year to the 
donor for his life. For tax purposes, 
this type of transaction is composed 
of two elements: the giving of a dona- 
tion and the purchase of an annuity. 
The consideration paid to the charity is 
divided into two parts and a chari- 
table deduction is allowed for that 
portion which is in excess of the 
present value of the annuity. This 
presents the problem of determining 
the present value of the annuity. 
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The income tax regulations state 
that the value of an annuity of this 
sort shall be determined by reference 
to the cost of a comparable contract 
purchased from an insurance com- 
pany. In a tax case decided in 1939, 
the Board of Tax Appeals held that 
consideration should be given to the 
prices which would be charged by five 
leading insurance companies. 

Educational and charitable organi- 
zations offering annuity contracts 
generally require a greater contribu- 
tion or payment than insurance com- 
panies for comparable contracts. For 
a male wishing an immediate annuity 
of $100 per month, or $1,200 per year, 
for his life only, with no term certain 
and no refund feature, selected com- 
parative costs are: 

Age 55 


Age 60 Age 65 


Educational or 
Charitable Or- 
ganization— 

A 26,670 

B 28,570 

C 28,570 


$25,530 
26,670 
26,670 


$23,530 
24,000 
24,000 


Insurance Com- 

pany— 
A 21,655 
B 21,660 
© 21,655 


18,734 
18,730 
18,734 


15,907 
15,910 
15,907 

Educational and charitable organi- 
zations generally quote a rate of re- 
turn for each $1,000 given rather than 
a dollar cost for each $100 of annual 
income. For example, educational or- 
ganization A states that for each 
$1,000 contributed to it, it will pay a 
male annuitant a return of 4.5 per cent 
at age 55, 4.7 per cent at age 60, 
and 5.1 per cent at age 65. Accord- 
ingly, at age 55, a contribution of ap- 
proximately $26,670 is required to 
obtain a return of $1,200 per year at 
a yield of 4.5 per cent ($1,200 divided 
by .045 equals $26,670.) 

As previously stated, the 
amount paid to an educational or 
charitable organization over the cost 
of a comparable annuity contract 
purchased from an insurance company 
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is a deductible contribution. Whether 
the contribution is in the form of cash 
or appreciated property, and no matter 
what the tax bracket of an individual 
may be, the net cost after taxes of an 
annuity, purchased from an educa- 
tional or charitable organization 
charging amounts comparable to those 
shown above, will always be more 
than the cost of one purchased from 
an insurance company. However, there 
are many instances in which a man 
nevertheless may prefer to purchase 
his annuity from an educational or 
charitable organization. For example, 
a man in ill health may prefer that the 
probable profit from such a contract 
should go to a college or church 
rather than to an insurance company. 


If the charitable annuity arrange- 
ment is based on a cash donation, it is 
a relatively simple matter to determine 
the tax consequences. No taxable in- 
come is realized by the donor and 
he secures a contribution deduction 
equal to the excess of the amount 
given over the value of the annuity. 


On the facing page and on the one 
following are tables illustrating the 
results of this plan under several 
assumptions. In all cases, it has been 
assumed that a male donor contracts 
with a school for an annuity of $100 
per month commencing immediately. 
Values of annuities and amounts 
charged by the school have been de- 
termined on the basis of the approxi- 
mate amounts under the comparative 
costs shown above. 


It should be noted that the higher 
the tax bracket of the donor, the less 
the net cost of the annuity. Referring 
to the table for a man aged 60, the 
net cost of the annuity if he and his 
wife have $50,000 of taxable income 
is $21,793. If his income is $150,000 
and a separate return is filed, the net 
cost of the annuity becomes $19,541. 


A more complicated problem arises 
where the donation is made in the 
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Assuming that the donor is male, 
aged 55: 
Assumptions 





- Your 
1 I] ll Situation 
Type of return Joint Joint Separate 
Taxable income before 
contribution $50,000 $100,000 $150,000 











Amount paid to charity $27,600 $ 27,600 $ 27,600 
Value of annuity 21,660 21,660 21,660 


Amount treated as 
contribution $5940 $ 5,940 $ 5,940 











Tax on income before 

contribution $20,300 $ 53,640 $111,820 
Tax on income after 

contribution 16,795 49 363 106,533 


Reduction in tax due to 
contribution 








Net cost of annuity to 
donor 














Assuming that the donor is male, 
aged 60: 


Assumptions 

Your 
I II III Situation 

Type of return Joint Joint Separate 

Taxable income before 


contribution $50,000 $100,000 $150,000 











Amount paid to charity $26,100 $ 26,100 $ 26,100 
Value of annuity 18,730 18,730 18,730 





Amount treated as 


contribution $ 7,370 $ 7,370 $ 7,370 








Tax on income before 
contribution $20,300 $ 53,640 $111,820 
Tax on income after 


contribution 15,993 48,334 105,261 





Reduction in tax due to 
contribution $ 4,307 $ 5,306 $ 6,559 








Net cost of annuity to donor.. $21,793 $ 20,794 $ 19,541 
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Assuming that the donor 
aged 65: 


Type of return 
Taxable income before 
contribution 


Joint 


$50,000 $100,000 


is male, 


Assumptions 
Your 
Situation 


II III 
Joint Separate 


$150,000 





Amount paid to charity 
Value of annuity 


$23,800 
15,910 


$ 23,800 
15,910 


$ 23,800 
15,910 





Amount treated as contribution $ 7,890 $ 


7,890 $ 7,890 








Tax on income before 
contribution 

Tax on income after 
contribution 


Reduction in tax due to 
contribution 


$ 53,640 $111,820 


47,959 104,798 





$ 4,598 $ 


5,681 





Net cost of annuity to donor 


$19,202 


$ 18,119 





form of appreciated property. This 
can best be illustrated by an example. 
Let us assume that instead of making 
a $26,100 cash donation, an individual 
donates stock which cost him $10,000 
but has a present market value of 
$26,100. Assume further that the 
individual is 60 years old and wishes 
the charitable organization to pay 
him $1,200 per year for his lifetime, 
commencing immediately. Using the 
value shown in the preceding table, 
this annuity would be worth approxi- 
mately $18,730. Therefore, the chari- 
table contribution portion would be 
$7,370. Since the donor would have 
exchanged his stock which cost him 
$10,000 for an annuity contract worth 
$18,730, he will realize taxable gain 
(capital gain) in the amount of $8,730. 
This gain is generally taxable in the 
year of the exchange. On the opposite 
page is a table showing some of the 
effects of this plan at various levels of 
income. As in the above example, it 
has been assumed that a male donor, 
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aged 60, exchanges stock worth $26,100, 
with tax basis of $10,000, for an 
annuity of $1,200 per year for his 
life commencing now. 


Whether the charitable annuity is 
acquired for cash or appreciated secu- 
rities, the donor will follow the gen- 
eral rules for taxation of annuities in 
determining his taxable income from 
the annuity itself. Generally speak- 
ing, this would involve his spreading 
his cost basis in the annuity—its fair 
market value at the time the trans- 
action was entered into—over his esti- 
mated life expectancy. In other words, 
a portion of each annuity payment 
received by the donor will be tax-free 
as a return of capital. Referring to 
our example, the donor’s cost basis 
in the annuity would be $18,730. Tables 
published by the Revenue Service in- 
dicate a life expectancy of 18.2 years. 
Over this period, the “annuitant” can 
expect to receive approximately $21,840 
(18.2 times $1,200). Therefore, roughly 
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Type of return. . 


Taxable income before con- 
tribution 


I 


Joint 


$50,000 $100,000 


Assumptions 
Your 
Situation 


II 
Joint 


III 
Separate 


$150,000 





Amount of contribution 


$ 7,370 $ 7,370 


$ 7,370 








Tax on income before con- 
tribution 

Tax on income 
tribution 


after con- 


$20,300 $ 53,640 


15,993 


$111,820 


48,334 105,261 





Reduction in tax due to con- 
tribution 

Capital gain tax on exchange 
of stock for annuity 


$ 4,307 


2,183 


5,306 $ 6,559 


2,183 





Net cash realized from trans- 
action 


$ 2,124 





3,123 





86 per cent ($18,730 divided by $21,840) 
of each receipt under the annuity 
contract will be tax-free. This per- 
centage remains constant whether the 
individual actually lives longer or less 
than his life expectancy of 18.2 years. 


Under certain conditions, no capital 
gain tax results until the donor has 
received sufficient payments under the 
annuity contract to recover his original 
cost of the stock in tax-free income. 
Thereafter, he would pay capital gain 
tax on a portion of each payment 
until he has paid the tax on the entire 
gain. This is a fairly well-established 
rule where an annuity is purchased 
from an individual, since there is no 
assurance that the individual who is 
assuming the obligations under the an- 
nuity contract will be able to fulfill them. 
However, this would not apply to 
annuity contracts acquired from estab- 
lished and financially stable charitable 
organizations. Most colleges and uni- 
versities are relatively permanent in 
nature so that very little risk is in- 
volved in the purchase of annuity 
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contracts from them. There may be 
exceptions in individual cases, however. 


Under charitable annuity plans, the 
individual may acquire an annuity 
payable for more than his own life 
(for example, for his life and then 
for his wife’s). As noted earlier, 
however, this may create estate and 
gift tax problems. The joint life 
annuity plan would also result in a 
lower charitable contribution and a 
larger capital gain since the present 
value of the annuity would be greater 
than an annuity based on one life. 


Gifts of income.—A less-publicized 
method of making contributions in- 
volves giving income from property 
for a period of years. This is almost 
the opposite of the reserved income 
plans in that here the donor gives 
up the income from property but re- 
tains ultimate ownership of the prop- 
erty itself. To comply with the pertinent 
tax statutes, the donor should estab- 
lish a trust, transfer income producing 
property to it, and provide that the 
income from the trust will be paid 
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to a designated charitable organiza- 
tion for a period of at least two years, 
at which time the trust will terminate 
and the property will revert to the 
donor. Since the property does revert 
to the donor, he would not be allowed 
an income tax deduction for the value 
of the right to income assigned to 
the charitable organization. How- 
ever, the income itself, which goes 
to the charity, will not be taxed to 
the donor. 


The net effect of this arrangement 
is to circumvent the percentage limi- 
tations on charitable contributions. 
Specifically, if an individual wishes 
to give a large amount to a charitable 
organization in a short period of time 

so large an amount that it would 
exceed the percentage limitations al- 
lowable for contributions—he might 
transfer income-producing securities 
to a trust with the provision that the 
income be paid to the organization 
for the necessary period of time. 

Device to reduce gift taxes. 
be noted that a 
arrangement 


It might 
of 


estate 


also 


this 


variation 
useful 


is a 


planning device for making gifts at 
a reduced cost to children or other 
family beneficiaries. For example, a 
man might create a trust, transferring 
securities to it with the provision that 
the income go to a church for a period 
of five years, at which time the trust 
would terminate and the securities 
would be distributed to his son. Since 
the son’s enjoyment of the securities 
is deferred for five years, the value 
of the gift would be less than if the 
securities had been transferred imme- 
diately. The Revenue Service has 
published a table showing present 
value factors for transactions of this 
sort. An excerpt from the table is 
attached Exhibit C. It of 
course, true that the son would forego 
income from the securities for five 
years but there are many situations 
where the donor might not want him 
to have the income immediately. In 
addition to the reduced gift tax ele- 
ment, the donor would be entitled to 
a charitable contribution deduction 
for the value of the right to income 
going to the charity. This is based 
on the assumption that the donor 


as iS, 





Type of return 


Taxable income before 


tribution 


con- 


Amount of contribution 
(29.108% of $30,000) 


l 


Joint 


Assumptions 
a" Your 





II IIl Situation 
Joint Separate 


$100,000 


$150,000 


$ 8733 








Tax on income before 
tribution 

Tax income after con- 
tribution 1 


con- 
on 


Reduction in tax due to 


tribution 


con- 


20,300 


,230 


$ 5,070 


$ 53,640 $111,820 


47,352 104,048 


$ 6,288 $ 7,772 








Amount of gift to son (70.892% 
of $30,000) 


$21,267 


$ 21,267 $ 21,267 
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himself has less than a 5 per cent 
reversionary interest in the property 
placed in the trust. 

The example on the preceding page 
shows the tax results from this plan 
at various levels of income. It is as- 
sumed that a man establishes a trust, 
providing that the income will be paid 
to a church for a period of ten years, 
at which time the trust will terminate 
and properties placed in it will be dis- 
tributed to his son. It is further as- 
sumed that he transfers stock presently 
worth $30,000 to the trust. 

It should be noted that this plan 
has been criticized as a “tax loop- 
hole” which should be closed. Whether 
it will be prohibited or restricted by 
future legislation remains to be seen. 
It is, of course, recommended that a 
person considering this: plan review 





Assumptions 


the matter carefully with his tax coun- 
sel to determine whether or not the 
tax rules have been changed. 


Charitable bequests.—Our previous 
discussion has been directed primarily 
toward the income tax aspects of chari- 
table giving. Consideration should 
also be given to bequests of money 
or property to charitable institutions. 
Here, again, the government shares 
in the cost of the gift. Bequests to 
charities are exempt from federal estate 
taxes. This makes it possible for a 
person to make bequests to charities 
at a reduced cost to his heirs. Since 
the estate tax rates are graduated, the 
larger a man’s estate, the less the cost 
of such bequests. The following table 
illustrates the net cost to beneficiaries 
of charitable bequests for different 
sizes of estates: 


Your 
Situation 





Taxable estate if no chari- 
table bequest 


$500,000 


IT 


$2,500,000 








$100,006 


Amount of bequest 


$ 100,000 





Estate tax if no bequest 
made 
Estate 
made 


$145,700 


tax if bequest 


Reduction in tax due to 
bequest 





$ 998,200 


949,200 2,405,200 


$ 49,000 





Net cost of bequest to 
beneficiaries $ 68,000 


Referring to the table, a bequest of 
$100,000 to a charitable organization 
by a man with a taxable estate of 
$500,000 would reduce the amount 
which would otherwise go to his 
beneficiaries by $68,000. If his tax- 
able estate were $5 million, such a 
bequest would reduce his beneficiaries’ 


Charitable Giving 


$ 63,000 





$ 51,006 


$ 37,000 


share by only $37,000. In contrast 
with the income tax provisions, there 
is no limitation on the amount which 
can be deducted for estate tax pur- 
poses for charitable bequests. 

There are numerous variations in 
the handling of charitable bequests. 
It is the principal purpose of this arti- 
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cle to make the reader aware of the 
possibilities of making charitable be- 
quests. This is another area where 
careful planning with one’s tax counsel 
is essential in arriving at the most 
satisfactory result. 


Gifts of life insurance premiums.- 
There are of course a number of other 
methods of making charitable con- 
One of these involves the 
If a man takes 


tributions. 
use of life insurance. 
out an insurance policy on his own 
life, irrevocably naming a charitable 
organization as beneficiary under the 
policy, the payment of premiums by 
him constitutes a deductible chari- 
table contribution. 


In some cases, moreover, this plan 
may result in estate tax benefits 
through operation of the marital de- 
Generally speak- 


duction provision. 
ing, a married man can leave up to 
one half of his separate estate (com- 
munity property excluded) to his wife, 


free of estate tax. If he follows cer- 
tain steps which are outlined below, 
he may be able to secure a tax deduc- 
tion for the premiums and also in- 
crease his gross estate by the amount 
of the insurance proceeds. Therefore, 
there would be a larger base for com- 
puting the half he could leave to his 
wife tax-free under the marital deduc- 
tion rules. The insurance proceeds 
which would to the charitable 
organization would be free of estate 
taxes as a charitable bequest. To ac- 
this, it will probably be 
that the donor create an 
irrevocable trust to run for his life- 
time. He should then take out an 
insurance policy on his life and trans- 
fer it to the trust, irrevocably desig- 
nating the trust as beneficiary under 
the policy. Under the terms of the 
trust instrument, all of the income 
and corpus of the trust must ulti- 
mately go to qualified charitable or- 


pass 


complish 
necessary 


ganizations. This is 


assure the donor a tax deduction for 
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premiums paid on the policy. Then, 
in order to bring the insurance pro- 
ceeds into his gross estate, the donor 
should reserve certain powers over 
the trust, such as the right to termi- 
nate it and distribute the corpus and 
income to charities. He might also 
reserve the power to cancel the policy 
and invest the proceeds in other as- 
sets. The donor might also be trustee 
and have the power to designate the 
charitable beneficiaries or to change 
them. It appears that these steps 
should be sufficient to cause the in- 
surance proceeds to be included in 
the donor’s grvuss estate. 


As noted earlier the actual payment 
of the insurance proceeds to chari- 
table beneficiaries would create a de- 
duction from the gross estate in arriving 
at the taxable estate. 


Gifts of inventory and other busi- 
ness property.—Charitable donations 
may also be made in the form of in- 
ventory, stock in trade, or other as- 
sets used in a trade or business. In 
determining the value of inventory or 
stock in trade given to a charity, the 
regulations require that a donor use 
the price which would have been 
realized from a sale in the lowest 
usual market in which he customarily 
Costs and expenses incurred in 
the year of the contribution in pro- 
ducing or acquiring the contributed 
items are not deductible. Further, to 
the extent that costs and expenses 
incurred in a prior taxable year in 
producing or acquiring the contributed 
property were still in inventory at the 
beginning of the year of the contribu- 
tion, an adjustment must be made to 
eliminate such costs. However, dona- 
tions of depreciable property are valued 
at fair market value at the time of the 
gift without reduction for depreciation 
previously allowable on such prop- 
erty. The Revenue Service has also 
ruled that the gift of a producing oil 
property to a charitable organization 
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is deductible to the extent of its fair Exhibit B 
market value without reduction for 
the costs of drilling wells on the prop- 
erty, even though such costs were ; 

. P ws Ages Value of Remainder 
expensed for tax purposes. Older Younger (Per Cent) 


, . ‘ 45 PC 
Contribution of personal services.— 45 42 4 31.161 


No deduction is allowable for the con- 45 44.... .. 32.207 
tribution of services to a charitable 45 45 .. 32.716 
organization. However, unreimbursed 0 3 36.299 
expenditures made by individuals for 2 49... 37.479 
charitable organizations may generally a. _ 38.050 
be treated as deductible contributions. 


AR ee > srecn) 
[The End] 


Value of Remainder Interests at Various 
Ages Based on Two Lives 


wun 
OC O&O 


! Lge 
5 43.339 
43.967 
42.853 
45.268 
47.566 
50.383 
49.126 
51.736 
+5 «ind ee 

Value of Remainder 57.139 
Age (Per Cent) 


u 
i 


sou 
wmuwmnui 


~ oOo 
=~ => 
nawuwu 
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nw 


Exhibit A 


S 


Value of Remainder Interests at Various 
Ages Based on One Life 


wm ui 
oul 


; 55299 
40 37.092 : 58.496 
42 39.131 ) 61.028 
44 41.249 64.007 


46 ... 43.441 : 5 62.541 

48 . 45.703 : «. C320 
48.030 L .. 67.822 

49 215 3 ‘ .. 70.705 

50.413 3... -. 64.179 
51.623 - 69.209 

52 243 73.520 

<4. 074 76.941 

55.312 Source: Table III in ‘Actuarial Values for 
56.558 Estate and Gift Taxes,’’ Government 
—. Printing Office; Section 20.2031-7(e) of 
57.809 Federal Estate Tax Regulations 
59.064 

60.321 

61.578 she 

poy Exhibit C 

64.089 Valuation Factors for Gifts of Income 
65.337 for Term Certain 

66.580 ee 


66 ; 67.814 Right to Value of 
67 69.038 Number of Income Remainder 
68 7() 250 Years (Per Cent) (Per Cent) 
pling piesi 6.649 93.351 
69 Apa 12.856 87.144 
70 dear 15.803 84.197 
72 74.941 6 18.650 81.350 
74 covnies StenOw 8 .. 24.059 75.941 
76 . 79.302 10 .. 29.108 70.892 
78 iim See 15 40.311 59.689 
80. 20 ... 49.743 50.257 
Source: Section 20.2031-7(f) of Federal Estate Source: Section 20.2031-7(f) of Federal Estate 
Tax Regulations Tax Regulations 


50 


5 
5 
5 
5 
a 
5 


Charitable Giving 131 





Exhibit D 


Federal Income Tax Rate Tables 
INDIVIDUALS’ 1959 INCOME TAX 
Separate Return Head of Household 
Tax Rate Tax Rate 
on Excess on Excess 
Taxable Income over First over First 
Over Not Over Pay + Column Pay + Column 
20,000 $ 22,000 7,260 56% 6,260 47% 
22,000 24,000 8,380 59% 7,200 49% 
24,000 26,000 9,560 59% 8,180 
26,000 28,000 10,740 62% 9,220 


28,000 32,000 11,980 62% 10,260 
32,000 38,000 14,460 65% 12,420 
38,000 44,000 18,360 69% 15,900 
44,000 50,000 22,500 72% 19,620 


50,000 60,000 26,820 5% 23,580 
60,000 70,000 34,320 78% 30,380 
70,000 80,000 42,120 81% 37,480 


80,000 90,000 50,220 84% 44,880 


96,000 100,000 58,620 87% 52,480 
100,000 150,000 67,320 89% 60,480 
150,000 200,000 111,820 90% 101,980 
200,000 300,009 156,820 91% 145,480 
300,000 247,820 91% 235,480 


JOINT RETURNS—WIDOWS AND WIDOWERS p 


Tax Rate Tax Rate 
on Excess on Excess 
Taxable Income over First Taxable Income over First 
Over Not Over Pay + Column Over Not Over Pay -++ Column 
$ 32,000 $ 36,000 $ 10,400 50% $100,000 $120,000 $53,640 75% 


36,000 40,000 12,400 53% 120,000 140,000 68,640 78% 
40,000 44,000 14,520 56% 140,000 160,000 84,240 81% 
44,000 52,000 16,760 59% 160,000 =180,000 100,440 84% 


52,000 64,000 21,480 62% 180,000 200,000 117,240 87% 
64,000 76,000 28,920 65% 200,000 300,000 134,640 89% 
76,000 88,000 36,720 69% 300,000 400,000 223,640 90% 
88,000 100,000 45,000 72% 400,000 313,640 91% 


Exhibit E 


Comparative Analyses of Selected Methods of Charitable Giving 


ASSUMPTIONS cash in the amount of $10,000 and 

In the examples presented the fol- (b) marketable securities having a 
lowing general assumptions are made: value of $50,000 but a cost of $30,000. 
The current yield based on market 


Donor D’s age is 55. His wife’s , ee 
value of the securities is 4 per cent. 


age is 50. The combined taxable in- ‘o , 
come of the donor and his wife before D’s average top income tax bracket 


contributions but after exemptions is for the remainder of his lifetime will 
$100,000. The donor and his wife file be 50 per cent. It is assumed that the 
a joint return. The donor wishes to wife will outlive her husband and that 
make a gift of $10,000 to a college. during the period of time she is a 
Available assets from which D can widow her average top tax bracket 
make the contemplated gift are (a) will be 50 per cent. 
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In the statements of economic ef- 
fects in the examples under each of 
the plans no recognition is given to 
the uses to which a donor may put 
any cash he realizes from the tax 
saving resulting from a charitable con- 
tribution. He may choose to invest 
it or he may spend it for luxuries. 
Nevertheless, every individual con- 
templating a charitable contribution 
should take into consideration the 
uses to which he may put cash saved 
from reducing his federal income taxes. 

Tables summarizing the economic 
effects of each plan are included. 


PLAN | EXAMPLE. 

Cash Donation of $10,000 

D contributes $10,000 in cash to 
the college and realizes a tax reduc- 
tion thereby of $7,200. The cost of 
the contribution to him is, therefore, 


$2,800. 





Particulars 


Contribution of— 


Line 


Cash 
Proceeds of sale of securities 
less capital gain tax thereon 


$10,000 


Total contribution 
Top tax bracket 


Reduction in tax from con- 
tribution 


Present assets disposed of— 
Cash 
Securities valued at 


Total value disposed of 


Net cost of contribution 


(Line 8 less Line 5) 


At completion of plan, securi- 
ties owned by 


Charitable Giving 


Example 


$10,000 


$ 7,200 
$10,000 


$10,000 


Donor 


PLAN Il EXAMPLE. 


Sale of Stock on Exchange 

Followed by Cash Contribution 

D sells securities on the exchange 
for $10,000 on which his cost basis 
is $6,000. The resulting long-term 
capital gain of $4,000 is subject to 
capital gains tax in the amount of 
$1,000. To the net cash proceeds 
realized of $9,000 he adds $1,000 in 
cash from other sources and makes 
a cash contribution of $10,000 to the 
college. This contribution reduces his 
income tax by $7,200. Therefore, at 
the conclusion of the plan, D has 
given up ownership of stock valued 
at $10,000 and contributed from pres- 
ent assets cash of $1,000, or a total 
out of present net worth of $11,000, 
disregarding the ever present 
tential liability for capital gains tax. 
The economic cost of this plan to D 
is $3,800 ($11,000 minus tax saving 
of $7,200). 


po- 





Plan II 
Y our 
Situation 


Plan I 
Your 


Situation Example 


$ 1,000 


9,000 


$10,000 
2% 72% 


$ 7,200 


$ 1,000 
10,000 


$11,000 


$ 3,800 


Outsider 





PLAN Ill EXAMPLE. 


Outright Donation of Securities 

to School 

D makes a complete gift to the 
college of securities which have a 
fair market value of $10,000 and a 
cost to him of $6,000. He incurs no 
tax on the appreciation of $4,000 and 
reduces his income tax as a result of 
the contribution by $7,200. His de- 
crease in net worth, disregarding the 
potential liability for capital gains tax, 
resulting from the contribution is, 
accordingly, $2,800. If he had sold 
these same securities on an exchange 
and pocketed the proceeds, he would 
have realized cash of $9,000. Accord- 
ingly, the net cost to him of con- 
tributing $10,000 in value of securities 
as compared to selling them on an 
exchange, retaining the proceeds and 
not making a contribution, is $1,800. 
This plan is obviously better than 
Plans I and II costing, respectively, 
$2,800 and $3,800. 


PLAN IV EXAMPLE. 

Bargain Sale to School 

Out of his portfolio of securities, 
D selects those having an aggregate 
market value of $25,000 and a cost to 
him of $15,000. He sells these securi- 
ties to the college for $15,000 and, at 
the time of delivering the securities 
to the college, he gives the school a 
letter stating that it is his intention 
that the excess in value of $10,000 
should be a contribution. By reason 
of the $10,000 contribution he realizes 
a saving in income taxes of $7,200. 
His total cash realization, therefore, 
is $22,200 ($15,000 plus $7,200). At 
the conclusion of the plan his de- 
crease in net worth, disregarding the 
potential liability for capital gains 
tax, resulting from the contribution, 
is $2,800 ($25,000 market value of 
securities minus $22,200 cash pro- 
If, instead of making a con- 
tribution, D had sold these securities 
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on an exchange and pocketed the 
proceeds, he would have realized, 
after capital gains tax, net cash in 
the amount of $22,500. Accordingly, 
assuming that he would have sold the 
securities in any event, the net cost 
to D of this bargain sale to the col- 
lege is $300 ($22,500 minus $22,200). 


PLAN V EXAMPLE. 
Life Income Plan for Donor's Life Only 


D assigns to the college securities 
having a market value of $10,000 with 
the condition that he continue to re- 
ceive the income from them for his 
lifetime. The present value of the 
remainder interest which will pass to 
charity at the end of D’s life expect- 
ancy is $5,407, and this is the amount 
of the deductible contribution. The 
resulting reduction in taxes is $3,893. 
For the balance of his life D will 
receive annual gross income of $400 
which, after federal income taxes at 
50 per cent will be a net return of 
$200 per year. As a result of this 
contribution D has obtained an im- 
mediate cash benefit of $3,893 and 
will continue to receive for the bal- 
ance of his life the same income he 
would have received had he not made 
the contribution. If D intends to give 
the $10,000 to his college either now 
or at his death, he and his heirs gain 
by doing it now; but, if his choice 
is between making a lifetime contri- 
bution and leaving the securities to 
his heirs, then, of course, although 
the donor gains during his lifetime, 
his heirs lose by reason of the life- 
time contribution. 


PLAN Vi EXAMPLE. 


Life Income Plan for Both Donor's and 
Spouse's Lives 


This is similar to Plan V except 
that after D’s death the income will 
be paid to his wife. Because the life 
expectancy of two lives is more than 
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that of one life, the remainder value 
is reduced so that the contribution 
deduction becomes $4,067. The re- 
sulting saving in federal income taxes 
is $2,928. For the balance of the lives, 
first of D and then of his wife, they 
will continue to receive exactly the 
same income which they would have 
received had the contribution not 
been made. The cash realization un- 
der this plan is less. than under Plan 
V, but the wife will have income after 
the death of her husband as opposed 
to not having it under Plan V. The 
other economic consequences are the 
same as under Plan V. 


PLAN Vil EXAMPLE. 


Life Income Plan (Donor’s Life Only) 

with Conversion to Municipals 

This is again similar to Plan V ex- 
cept that after receipt of the securi- 
ties, the college will sell them and 
invest the proceeds in municipal bonds. 
Upon the sale by the college there 
will be no capital gains tax payable. 


Accordingly, the full proceeds will be 
available for investment in municipals. 
It is assumed that the bonds yield 
3 per cent. The contribution deduction 
is $5,407, and the tax reduction there- 
from is $3,893. For the balance of his 
life D will receive $300 tax-exempt 


annual income. Under this plan he 
has the same immediate cash saving 
as under Plan V but realizes $100 
per year more spendable income than 
he would under Plan V. Upon his 
death, his heirs inherit more than 
they would have received if D had 
bequeathed the securities to a charity 
and less than they would have re- 
ceived if the securities had been be- 
queathed to them. 


PLAN Vili EXAMPLE. 


Life Income Plan (Joint Life) 
with Conversion to Municipals 


This is a joint and survivorship 
plan similar to Plan VI. After receipt 
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of the securities by the college it will 
convert them into municipal bonds as 
in Plan VII. As there will be no 
capital gains tax payable by the col- 
lege, the full proceeds will be avail- 
able for investment in municipals 
yielding 3 per cent. The contribution 
deduction is $4,067, and the tax re- 
duction therefrom is $2,928. For the 
balance of his life D will receive $300 
per year in tax-exempt income, and 
upon his death his wife will receive 
$300 per year tax-exempt income. 
Under this plan D realizes a smaller 
immediate cash saving than he would 
under Plan VII. However, his life 
income is the same as under Plan 
VII, and his wife will have $100 more 
per year than she would have had if 
the contribution had not been made. 
The position of the heirs would be 
the same as under Plan VII. 


PLAN IX EXAMPLE. 
Charitable Trust with Reversion to Donor 


As mentioned on the first page of 
this exhibit, it is assumed that D owns 
$50,000 worth of securities yielding 
$2,000 per year in income. He trans- 
fers all of these securities to a trust 
providing that the income will go to 
a college for five years. At that time, 
the trust will terminate and the securi- 
ties will revert to D. He will realize 
no tax deduction from this arrange- 
ment but the income going to the 
school will not be taxed to him. 


PLAN X EXAMPLE. 

Charitable Trust with Reversion to Son 

This plan is similar to Plan IX 
except that, at the end of the fifth 
year, the trust will terminate and the 
securities will be distributed to D’s 
D will secure a tax deduction 
for the present value of the income 
which the school. Under 
Revenue Service tables (Exhibit C), 
this value will be $7,901 and the tax 
reduction resulting therefrom will be 
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goes to 





Particulars 


Contribution of— 


Line 


Securities valued at 

Excess of value of securities 
($25,000) over sale price to 
college ($15,000) 


Example 


Plan III Plan IV 


Y our 
Situation 


Your 
Sttuation 


Example 


$10,000 "e 








Total contribution 
Top tax bracket 


Reduction in tax from con- 
tribution 
Cash received from college 


$ 7,200 
10,000 


Total cash realized 
Value of assets parted with 


Decrease in net worth from 


contribution 


$10,000 
72% 





$ 7,200 


$ 2,800 








Effect on net worth if securi- 
ties had been sold at market 
and no contribution made 
Sales proceeds 

Capital gains tax 


Less 


$ 9,000 


Net cash realized 


Net 
curities to 
pared to 


cost of contributing se- 


sch¢ ri | as com- 


Selling on exchange (Line 


12 — Line 7) 


Retaining securities (Line9) $ 2,800 $ 


$ 1,800 


$10,000 
1,000 


300 


2,800 





At completion of plan, se- 
curities owned by 


$5,689. D will have made a gift to 
his son which, for gift tax purposes, 
will be valued at $42,099 (the pres- 
ent value of $50,000 payable in five 
years). The gift tax on this transfer 
will depend on prior gifts made by 
D and his wife, other gifts contem- 
plated, and other factors. However, 
it is important to note that D will 
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be transferring $50,000 of value to his 
son, only $42,099 of which will be 
treated as a gift. D’s tax basis in the 
securities will carry over to his son 
increased by any gift tax incurred by 
D on the transaction. Disregarding 
any gift tax which may be payable, 
D’s net cash for the five years the 
securities are in trust will increase by 
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Plan IX 


Y our 
Situation 


Plan X 
Your 
Example Situation 


$50,000 


Particulars Example 
Value of securities transferred $50,000 
Percentage treated as con- 


tribution (Exhibit C) 15.803% 





Deductible amount of contri- 
bution (Line 1 X Line 2) 
Top tax bracket 





Reduction in tax from contri- 
bution (Line 3 X Line 4) 








Aggregate income from se- 
curities for 5 years ($50,000 
4) \Z c 
4 /O >) 


Aggregate income tax 


$10,000 
7,200 


Spendable income lost 
reason of contribution 


by 








Net 
crease) 
transfer 


(in- 
from 


decrease 
to family 


cash or 


First 5 years (Line 8 — 


Line 5) 
Thereafter 


$ 2,800 
None 


$(2,889) 
None 
Percentage of value of secu- 
rities treated as gift to son 
(Exhibit C) 


Amount of gift to son (Line 
1 X Line 10) $42,099 


None 
None 





Probably 
Probably 


Gift tax payable 

Saving in future estate tax 

Tax securities in 
hands of son after death of 
donor 


basis of 
Then 
value $30,000 + 


At end of 5 years, securities 


owned by Son 


Donor 








$2,889. This occurs because the tax tate tax which would be due if D 


saving from the contribution ($5,689) 
exceeds the spendable income (after 
tax) D would have realized from 
the securities during the five years 
($2,800). If any gift tax is payable, 
it will probably be less than the es- 
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retained the securities for the balance 
of his life and then bequeathed them 
to his son. However, if the securities 
pass to the son from D’s estate, their 
tax basis would be the value at that 
time rather than D’s old basis. 
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TO BE 
Ok 
NOT TO BE 


orporation 


By ARNOLD J. OLENICK 


The proposed regulations contain a booby trap or two 

that would catch proprietorships and partnerships electing Section 1361. 
The author, however, points out both the opportunities and pitfalls in the 
use of the election by an unincorporated business. 


EARLY SEVEN YEARS AGO, President Eisenhower declared 

to Congress: “Small businesses should be able to operate under 
whatever form of organization is desirable for their particular circum- 
stances, without incurring unnecessary tax penalties. To secure this 
result, I recommend that corporations with a small number of active 
stockholders be given the option to be taxed as partnerships, and that 
certain partnerships be given the option to be taxed as corporations.” ? 


Thus was begun a major effort to get a relief force through to the 
beleaguered small businessman. Congress took the President’s words 
to heart, and Code Section 1361 was launched, embodying the second 
half of his proposal. It gave an unincorporated business the right to 
be taxed as a corporation. Due to a lack of regulations, however, it 
ran aground the shoals of caution and has been sunk under many 
fathoms of neglect ever since its passage in 1954. 

The other half of the pair fared better among taxpayers. Launched 
four years later, Section 1372 made port and was hailed as a piece of 
seaworthy legislative craftsmanship.2, Then it was discovered that 
the Internal Revenue Service had busied itself drilling reguiatory 
loopholes below the waterline. Now, a year later, the section is 
shipping water badly, and tax advisors warn that it is a “sail-at-your- 
own-risk”’ proposition. 





* Special Budget Message to 83d Cong., Tax Recommendation No. 16. 
* Subchapter S (election by a small business corporation to be taxed as a 
partnership). 
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“ 


The author, a CPA, is a member of the firm 
of Rosenblum, Olenick & Needleman, New York City. 


However, to get back to Section 
1361, the IRS, after a delay of over 
four years, finally published proposed 
regulations last April. It is, therefore, 
time for tax advisors, equipped with 
their new navigational charts, to again 
explore this almost-forgotten hulk. 


Our new look at Subchapter R re- 
veals that the proposed regulations 
contain every misconstruction of Con- 
gressional intent permitted by its 
Nonethless, tax 
savings are available to many tax- 


language. sizeable 
payers electing under this section, 
especially to eligible high-bracket in- 
dividual proprietors and partners, ‘who 
Basic- 
ally, the opportunity it offers is that 
of splitting business income between 


are otherwise heavily taxed. 


the owner and his “1361 corporation” 
ae -_ ’ 
othcers 
which the owner reports as 
the 


Thus, where he is now in a 43 per 


by means of an allowance for 
salaries,” 
his only income from business. 
cent or higher personal bracket, he 
can put both parts of the split income 
in a 30 per cent bracket. The same 
applies to a taxpayer in the over-52- 
per-cent brackets, who can limit part 
of his income to the 52 per cent cor- 
porate rate and reduce the bracket on 
the remainder. 





* Proposed Regs. Sec. 1.1361-1 to 1.1361-15. 
*Code Sec. 543: dividends, interest, rents, 


capital gains and royalties. 
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A general review of the provisions 
of Section 1361 and the proposed 
regulations® will be useful to an 
evaluation of its worth to the partner- 
ship or sole proprietorship. 


Highlights of Section 1361 
and Proposed Regulations 


Manner of reporting income.— The 
taxpayer reports the net income of 
the enterprise on Form 1120, after 
excluding “personal holding company 
income” * and related deductions, and 
after deducting a reasonable allow- 
ance for “officers’ salaries.” No Form 
1065 (partnerships) or Schedule C 
(proprietorships) is filed. Instead, 
the “salaries” are reported by the 
owners on Form 1040. State and 
local taxes on business property and 
income are deductible on Form 1120. 


Exceptions to corporate provisions. 
—There is no dividend received credit, 
since dividends are not reported (see 
paragraph above). Owners continue to 
report self-employment income for 
FICA purposes, and file estimated in- 
come tax returns, not W-2 forms, on 
their “salary” allowances. They are 
not permitted to participate in pen- 
sion or profit-sharing plans, an im- 
portant negative aspect. There is no 
personal holding company tax (Sec- 


“ 





cluded if representing over 50 per cent of 
gross income from all sources.) 
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tion 541), but the penalty tax on accu- 
mulated earnings still applies (Section 
531), as well as the corporation normal 
tax and surtax, and the alternative tax 
on capital gains (Section 1201(a)). 
The filing of corporation estimated 
income tax is not required for the first 
year of election. 

Net operating losses may not be 
carried over or carried back to or 
from any year to which the election 
does not apply. The “1361 corpora- 
tion” must continue to use the same 
taxable year and accounting methods 
as its unincorporated predecessor, un- 
less the Commissioner consents to a 
change. 

No may be made under 
Subchapter S, as might be expected, 
nor may the “1361 corporation” be a 
member of an affiliated group filing a 
consolidated return. 


election 


Eligible enterprises——-The enter- 
prise must have not more than 50 
partners; no foreign or nonresident 
alien partner or proprietor; no pro- 
prietor or partner with a more-than- 
10-per-cent interest, who holds a 
more-than-10-per-cent interest in an- 
other Section 1361 corporation. The 
enterprise must either be one in which 
capital is a material income-produc- 
ing factor, or half or more of its gross 
income must consist of “gains, profits 
or income derived from trading as a 
principal, or from either buying or 
selling real property, stock, securities 
or commodities for the account of 
Thus, personal service 
firms would be excluded. 


others.” 5 


Manner and time of making elec- 
tion.— Within 60 days after the close 
of the taxable year for which an elec- 
tion is made under Section 1361, a 
statement must be filed with the di- 
rector of the revenue district in which 





® Proposed Regs. Sec. 1.1361-2(e). 
*See Code Sec. 1361(b) and proposed 
Regs. Sec. 1.1361-2. 
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the principal office of the business is 
located. It must be signed by all who 
were partners or proprietors at any 
time during the taxable year or up to 
the date of filing the election. It must 
contain sufficient information to es- 
tablish eligibility as explained in the 
paragraph above. It must contain 
an agreement to notify the district 
director in the event of actual incor- 
poration or of a change of ownership 
of 20 per cent or more. 


Revocation and termination of 
election.—The election is normally 
irrevocable, except that it may be re- 
voked on or before the last day of the 
third month following the month in 
which final regulations under Section 
1361 are published.’ 
covers all 


The revocation 
retroactively, in 
which the business filed as a Section 
1361 corporation. 


years, 


Of course, partner- 
ship returns, and/or amended 1040's 
must then be filed and any appropri- 
ate taxes, plus interest, paid. 
ration 


Corpo- 
will be refunded or 


credited, with interest. 


taxes 

The election is terminated if the 
enterprise fails to make a new elec- 
tion after a change of ownership of 
20 per cent or more. In order to 
avoid this, all partners must sign the 
new election within 60 days after the 
end of the taxable year, or the elec- 
tion for that year is 
“1361 corporation” 
have 


and the 
is considered to 


void 


distributed its assets in com- 
plete liquidation as of the beginning 
of the taxable year in which the change 
occurred. The rules for constructive 
ownership (Section 267(c), excluding 
paragraph (3) thereof) apply in de- 
termining whether a 20 
change has occurred. 


per cent 


The proposed regulations provide 
that if and when the “1361 corpora- 








*The proposed regulations were published 
April 8, 1959. 
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tion” actually becomes a corporation 
legally, it is considered to have dis- 
tributed its assets to its owners in 
complete liquidation of the “1361 cor- 
poration.” ® The de facto corporation 
will be considered to have received 
its assets after the liquidation from 
the owners individually, as a new 
transaction. 

This is the booby trap which the 
proposed regulations would build in- 
to the law. It tends to negate the in- 
tent of Congress, by creating a taxable 
distribution—albeit at capital gains 
rates—out of an event which should, 
by all logic, be considered a tax-free 
exchange. The IRS does not give up 
its revenues willingly! 


Actual distributions in _liquida- 
tion.—Subchapter C, Part II, applies 
to actual dissolution of the enterprise 
while a “1361 corporation.” Thus, 
the collapsible corporation rules (Sec- 
tion 341) and the relief provisions on 
capital gains (Sections 333 and 337) 
also apply to “1361 corporations.” 


What Section 1361 
Offers Taxpayer 

Income-splitting. —- Basically, the 
opportunity offered is that of taxation 
as a corporation, where owners’ in- 
dividual tax rates are above 30 per 
cent or 52 per cent, after including 
partnership or proprietorship income. 
By use of a “salary” allowance, the 
business income is split between the 
owner and the “corporation,” result- 
ing in a lower total tax cost. There 
is also some flexibility available in the 
setting of the salary each year, in 
order to maintain the proper tax- 
bracket relationships, minimize taxes 
and forestall double taxation of profits. 
All the usual corporation tax con- 


In situations where credit problems 
make actual incorporation undesira- 
ble, the tax advantages of incorpora- 
tion may thus be availed of. Inasmuch 
as this is often the case with a new 
business, the resulting tax shelter as- 
sists in the accumulation needed for 
working capital needs and for growth. 
The $100,000 accumulated earnings 
credit is also available to this end. 
Note also that corporate income taxes 
are accrued and paid by the “corpo- 
ration” and are not charged as dis- 
tributions to the owners. 


Hindsight.—An unusual added ad- 
vantage lies in the provision for one 
year’s hindsight in making the election. 
Unlike the Subchapter S election, which 
must now be made when the taxable 
year begins, the 1361 election can be 
made up to 60 days after the close 
of the taxable year to which it applies. 


Advance tax savings.—If actual in- 
corporation is planned, the election 
can afford at least one year’s tax ad- 
vantage in advance, and even longer, 
depending upon the timing and the 
choice of the corporation’s taxable 
year.® 


Relief provisions—In the event 
that subsequent events convince the 
taxpayer that the decision to elect 
was a mistake, it may revoke its elec- 
tion retroactively. The net outcome 
of the resulting tax refunds and addi- 
tional taxes, including interest charges 
and credits, will put the taxpayer in 
about the same position as if no elec- 
tion had been made. It will, in most 
cases, result in a large additional tax, 
if the election had produced appro- 
priate tax savings. 

Note, however, that this is a tem- 
porary feature, which will be unavail- 
able three months after the month in 
which final regulations are published. 





siderations will govern in this area. 


® The effect on the owners would be gov- 
erned by Code Secs. 331, 334(a) and, where 
appropriate, 341. 
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* Subject, however, to a capital gains tax on 
the owners on accumulated earnings at in- 
corporation, as explained above. 
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Operation of the requirement for a 
new election on a change of owner- 
ship of 20 per cent or more would 
appear to provide another escape 
hatch, affecting only the current tax- 
able year. If the new partner (or 
owner) does not agree to a new elec- 
tion, the election fails for the current 
tax year. 

Overenthusiastic tax’ counselors 
should be cautioned, however, that 
Section 1.1361-6(d) of the proposed 
regulations rules out transfers to close 
relatives for this purpose. The rules 
for constructive ownership of stock 
apply.*® (The usual exceptions pre- 
sumably apply as well.) The booby 
trap of a taxable distribution also ap- 
plies here, as it does to actual in- 
corporation." 

Where a “1361 corporation” is 
planning to dissolve, it has available 
the relief provisions of Sections 333 
and 337 to avoid double taxation of 
any long-term capital gains on the 
sale of the business. This would, of 
also be avoided if no election 
made. It must, nonetheless, 
avoid collapsibility, and must file a 
written plan in advance of any partial 
or complete liquidation in all cases. 


course, 
were 


Where Section 1361 
Can Best Be Used 

Individual proprietorships.—This 
applies particularly to a new busi- 
ness, where immediate incorporation 
is undesirable and/or eventual incorpo- 
ration is planned, and the right tax 
structure exists, as explained below. 


Since the corporation tax rates are 
30 per cent on income up to $25,000 
and 52 per cent on income above that, 
these rates must be compared with 
those shown on the taxpayer’s Form 
1040. The individual rate (on joint 


returns) exceeds the 30 per cent 


bracket at $16,000 of taxable income, 
and exceeds the 52 per cent bracket 
at $36,000. Therefore, a proprietor- 
ship with average annual profits of 
more than these amounts can benefit 
from Section 1361 by paying its owner 
enough of a salary to keep him below 
the 34 per cent (or 53 per cent) in- 
dividual brackets, while also paying 
a corporate tax of 30 per cent or 52 
per cent. Tax savings become sub- 
stantial at the $25,000 profit level. 


Illustration 1 
No election (married taxpayer) 


Income from business (net — 
Other income 


$30,000 
2,200 


Adjusted gross income.... $32,200 
Less: Standard deduction plus 2 
exemptions ; 


2,200 


income $30,000 


Tax (47% bracket) 


Taxable 


$ 9,460 


Election under Section 1361 


Net profit of business 


$30,000 
Less: Salary allowance. 


16,000 


“Corporation” taxable income . $14,000 


$ 4,21 0 


"$16,000 
2,200 


“Corporation” tax (30%). 


Individual salary income 
Other income 


Adjusted gross income $18,200 


Less: Standard deduction plus 2 
exemptions 


2,200 
$16,000 


Taxable income 


Individual tax (30% bracket) $ 3,920 


Total tax without election $ 9,460 


Total tax with election ($4,200 plus 
$3,920) ; 


Tax saving ... 


As the profit increases, the saving 
increases. At $40,000 profit the sav- 
ing is $3,400; at $50,000, it is $5,570. 

Due to the progressive tax rates, 
still greater savings can result when 
the 52 per cent corporation tax bracket 
applies. 





*® Code Sec. 267(c) except par. (3). 
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1.1361-6(c). 
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Illustration 2 


(Taken from an actual case) 
No election (married taxpayer) 


Income from business (taxable in- 
come) 


$80,000 


(Other income equals deductions plus 
exemptions, as in Illustration 1) 
Form 1040 tax (69% bracket) $39,480 


Election under Section 1361 


Net profit 
Salary allowance 


$80,000 
25,000 


Less: 


Corporation taxable income $55,000 


$23,100 


Corporation tax (52% bracket) 


$25,000 


Individual salary income 


(Other income equals deductions plus 
exemptions) 
Individual tax (43% bracket) $ 7,230 
$39,480 
($23,100 
30,330 


Total tax without election 

Total tax with election 
plus $7,230) 

$ 9,150 


Tax saving 


Partnerships.—The same considera- 
tions apply to partnerships which can 
profitably make use of Section 1361. 
To achieve tax savings, profits must 
equal $16,000 or $36,000 per partner, 
with the same assumptions as above. 


Timing of election.—The _hind- 
sight feature makes it advantageous 
to elect at the end of a year in which 
profits are high enough to make tax 
savings possible, and no carry-over 
loss is available from prior years. On 
the other hand, the election should 
not be made after a loss or low-profit 
year since it will serve no advantage 
and might even increase tax costs. 


Pitfalls and Booby Traps 


Incorporation of enterprise.—If pro- 
posed Regulations Section 1.1361-5(b) 
is made final, actual incorporation of 
the enterprise would result in addi- 
tional tax cost to the owners. In ad- 
dition to the 30 per cent (or 52 per 
cent) corporation tax already paid on 
profits, the owners would have to pay 
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a capital gains tax on any undis- 
tributed accumulated earnings. 


Assuming that actual incorporation 
took place more than six months after 
becoming a “1361 corporation,” this 
provision would cost the owners be- 
tween 10 per cent and 25 per cent on 
the accumulated earnings to date, de- 
pending on their individual tax brackets. 
This would, in some cases, wipe out 
the previous tax savings. In such 
cases, the election would be unwise, 
unless working capital retention is 
a crucial temporary factor, or unless 
eventual de facto incorporation is un- 
likely, for business reasons. This 
situation applies primarily to enter- 
prises with profits of under $45,000 
per owner. Above that, there will be 
a net gain even after the additional 
tax (see Illustrations 3 and 4). 


The offsetting factor of earnings 
from reinvestment of the original tax 
savings should not be overlooked, 
even in the lower profit brackets. 
Such income will reduce or eliminate 
any over-all loss on the election, or 
it will increase the gain. 

Timing of the incorporation also 
plays a role, in the lower brackets, in 
this computation. Take, for example, 
an electing proprietorship earning 
$40,000 a year profit and returning 8 
per cent per year on its capital invest- 
ment. If it pays its owner a “salary” 
of $16,000, it will show the following 
results: 


Income on 

reinvested Net gain 

tax savings or (loss) 
348 S36 
(80) $ 272 192 

(1,072) 816 (256) 

(2,544) 1,632 (912) 

(4,000) 2,720 (1,280) 


Over-all 
tax gain 
or (loss)* 


Incorporates 
at end of: 


First year $ 
Second year 
Third year 
Fourth year 
Fifth year 


* (Derived from computations in Illustration 3) 
Criticism 
The writer is of the strong opinion 


that proposed Regulations Section 
1.1361-5(b) is an indefensible pro- 
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Illustrati 


on 3 


Net Tax Effect of Incorporation of a “1361 Corporation” 
30% Bracket Enterprise—$40,000 Annual Profit 


Proprietorship—No election (married taxpayer) 
(Other income equals deductions plus exemp- 
tions) 

Profit of business—total taxable 


1040 tax thereon, each year 
Cumulative tax thereon for period 
Election under Section 1361 


Profit before owner’s salary 
Less: salary allowance (1040 taxable income) 


Corporation taxable income 


Individual tax 
Corporation tax 


Total tax 
Cumulative tax for period 
Tax savings due to election 
Tax paid in event of incorporation on long-term 
capital gain (assuming no dividends paid) 
Earned surplus at incorporation (corporation 


taxable income less corporation income tax) 


Individual tax after incorporation (assuming 
same salary continued under corporation) 
Less: Tax on salary and other income 


Tax attributable to long-term capital gain on 
incorporation 
Less: Tax savings due to election 


Over-all tax gain or (loss) of election, on in- 
corporating 


Incorporate at the end of : 


1 year 2 years 3 years 4 years 


$40,000 
$14,520 
$14,520 


$40,000 
$14,520 
$29,040 


$40,000 
$14,520 
$43,560 


$40,000 
$14,520 
$58,080 

















$40,000 
16,000 


$24,000 


$ 3,920 
7,200 


$11,120 
$11,120 
$ 3,400 


$40,000 
16,000 


$24,000 


$ 3,920 
7'200 


$11,120 
$22,240 
$ 6,800 


$40,000 
16,000 


$24,000 


$ 3,920 
7.200 


$11,120 
$33,360 
$10,200 


$40,000 
16,000 


$24,000 


$ 3,920 
7,200 


$11,120 
$44,480 
$13,600 


























$16,800 $33,600 $50,400 $67,200 





$ 6,972 
3,920 


$10,800 
3,920 


$20,064 


$15,192 
3,920 3,920 


, 





$ 3,052 
3,400 


$ 6,880 
6,800 


$11,272 
10,200 


$16,144 
13,600 





$ 


(80)  $(1,072) 


$ 348 


$(2,544) 











posal, and wholly violates Congres- 
sional intent. In order to obtain the 
legal and economic advantages of in- 
corporation, the owners must pay 
what could be a huge tax, even though 
neither they nor the enterprise might 
have cash funds available. The mere 
act of incorporation provides none, 
and, thus, is not analagous to a sale 
of stock or a partnership interest. Nor 
is any installment, deferred or spread- 
back reporting method available to 
the luckless taxpayer in this trap. 
Yet Section 1361 was enacted for 
the express purpose of allowing the 


small business to choose its form of 
organization without regard to tax 
considerations, as was Section 1372. 

The report of the Senate Finance 
Committee on the 1954 Code states: 


“Your committee has adopted new 
provisions which for the first time 
will eliminate the effect of the Federal 
tax laws on the form of organization 
adopted by certain small businesses. 
This is accomplished by giving cer- 
tain corporations the option to be 
taxed as a partnership "?! and by al- 
lowing certain proprietorships and 





* Not included in final version of Code. 
Later enacted as Code Secs. 1371-1372. 
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Illustration 4 


Net Tax Effect of Incorporation of “1361 Corporation” 
52% Bracket Enterprise—$100,000 Annual Profit 


Proprietorship—No election (married taxpayer) 


(Other income equals deductions plus ex- 
emptions) 
Business profit 


Form 140 tax thereon 


Cumulative tax for the period 


Election under Section 1361 

Profit before owners salary 
Less: salary allowance (Form 1040 taxable 
income) ai 


Corporation taxable income 


Individual tax 
Corporation tax 


Total tax 
Cumulative tax for the period 


Tax savings due to election 


Tax paid in event of incorporation on long-term 
capital gain (assuming no dividends paid)* 

“Earned surplus” at incorporation (corpora- 
tion taxable income less corporation income 
tax) 


Individual income tax after incorporation 
(assuming same salary continued) 
Less: tax on salary and other income, 
above 


as 


Tax attributable to long-term capital 
on incorporation 


Tax savings due to election 


Over-all 


porating 


gain 


tax gain of election, on incor- 


* Assumption: 
ness assets and not subject to penalty tax. 


partnerships the option to be taxed as 


a corporation.” ** 


It adds, with regard to Section 1361, 
“It permits the business to select the 
form or organization which is most 
to without 
being influenced by Federal income- 
tax considerations.” ** 


suitable its operations 





Incorporate at the end of : 


1 year 2 years 3 years 4 years 


$100,000 
$ 53,640 


$ 53,640 


$100,000 
$ 53,640 


$107,280 


$100,000 
$ 53,640 


$160,920 


$100,000 








$100,000 
30,000 
$ 70,000 


$100,000 
30,000 
$ 70,000 


$ 9,460 
30,900 


$ 40,360 
$ 80,720 
$ 26,560 


$100,000 
30,000 
$ 70,000 


$ 9,460 
30,900 


$ 40,360 
$121,080 
$ 39,840 


30,000 
$ 70,000 


$ 9,460 
30,900 


$ 40,360 
$161,440 
$ 53,120 

















$ 13, 280 








$ 39,100 $ 78,200 $117.300* $156,400* 





$ 19,235 
9,460 


$ 29,010 
9,460 


$ 38,785 





$ 9,775 
$ 13,280 


$ 
$ 


19,550 
26,560 





$ 3,505 $ 7,010 $ 10,515 


Surplus in excess of $100,000 accumulated earnings credit is invested in busi- 


The most authoritative discussion 
of this problem which has come to the 
writer's attention was a paper de- 
livered by Wallace M. Jensen at the 
New York University Thirteenth 
Annual Institute on Federal Taxation 
(1955). Mr. Jensen, a member of the 
advisory committee to the Commis- 
sioner of Internal Revenue, explored 





on Finance, 
Accompany ok. 
Code of 1954), Pt. 


“8 Re port of the Committee 
United States Senate to 
&300 (Internal Revenue 
I, Sec. XXX, p. 118. 
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possible alternative methods of treat- 
ing an actual incorporation by an elect- 
ing “1361 corporation.” *® 


He recognized the possibility that 
“the transaction could be viewed as a 
liquidation of the enterprise, resulting 
in the recognition of gain or loss to 
its ‘shareholders’ .” But he 
considers that a treatment “more con- 
sistent with equity and the objectives 
of these provisions” would be to con- 
sider the new corporation a continua- 
tion of the “1361 corporation.” He 
believes it should “succeed to the ac- 
cumulated earnings and profits, elec- 
tions, carryovers and bases of the 
enterprise without recognition of gain 
or loss to the entity or to its ‘share- 
holders’.” 7° 


A tax panel at a meeting of the New 
York State Society of Certified Public 
Accountants in 1957 expressed a simi- 
lar opinion. The Code is silent on the 
question, as are the leading tax serv- 
ices. Were it not for the exclusion 
of a “1361 corporation” from the cor- 
porate organization and reorganiza- 
tion provisions of Parts III and IV of 
Subchapter C of the Code,” it would 
seem only logical for an actual incor- 
poration to come under the provisions 
of Section 368(a)(1)(C), (D) or (F), 
which treat analagous corporate trans- 
fers as tax-free exchanges. 


Change of ownership.—The above 
remarks also apply to the proposed 
regulations covering a change of own- 
ership of 20 per cent or more, since 
they provide for the same tax conse- 
quences as result from incorporation, 
unless the transfer is to a close rela- 
tive or partner or unless all partners 
sign a new election. However, there 


is some analogy here to a taxable sale 
of stock, where the interest is sold to 
a new owner or partner. There is no 
such analogy where the interest is 
acquired by mere investment of funds 
in the business. 


Only by death can an owner escape 
the capital gains tax on his accumu- 
lated profits, since his heirs presumably 
get a new basis for his capital interest, 
as they would with corporate stock. 
Death of an owner does not cause opera- 
tion of the distribution-in-liquidation 
clause, if his share is inherited by close 
relatives. (See proposed Regulations 


Section 1.1361-6(e).) 


Distributions to owners. — The 
“1361 corporation” must do careful 
tax planning and bookkeeping to pre- 
vent payments to owners being treated 
as taxable dividends. The owners’ 
drawing accounts must be separated 
into accounts for “salaries,” “loans re- 
ceivable” and “other distributions,” or 
similar titles. 

If taxable distributions of “divi- 
dends” are not intended, loans must 
be repaid in a reasonable length of 
time. In order to avoid salary disallow- 
ances, amounts charged to “salaries” in 
excess of actual net drawings must 
actually be paid within 2% months 
after the close of the taxable year. 
These are, of course, familiar cor- 
porate provisions. Ideally, the salaries 
should be set at a level equal to aver- 
age annual drawings, less shares of 
estimated federal and state corpora- 
tion income taxes, which can be ac- 
crued by the “1361 corporation” and 
not charged as drawings. Of course, 
the salaries must meet the test of 
reasonableness. *® 





“Proceedings of New York University 
Thirteenth Annual Institute on Federal Tax- 
ation (1955), p. 1047. 

* Others who recognized the problem and 
the possible alternative treatments, but with- 
out expressing their preference, were Louis 
M. Brown, 1955 Major Tax Problems (Uni- 
versity of Southern California Tax Institute), 


1361 Corporation 


p. 302; Miles L. Lasser, Second Annual Insti- 
tute on Federal and State Taxation (University 
of Buffalo and New York State Society 
of Certified Public Accountants, Buffalo 
Chapter), p. 138. 

™ Code Sec. 1361(m). 

™ Code Sec. 162; Regs. Sec. 1.162-7. 





The proposed regulations (Section 
1.1361-10(c)) require that an earnings 
and profit account be maintained 
(similar to a corporation’s “retained 
earnings” or “earned surplus” account), 
excluding personal holding company 
income and related expenses. This 
should aid the taxpayer in guarding 
against distribution of unintended 
“dividends.” Care must be taken not 
to charge off or offset owners’ loans 
receivable or similar items against 
this account, unless taxable dividends 
are intended. The “1361 corporation” 
is required to file Forms 1099 on such 
“dividends” if they are in excess of 
$10 for the calendar year.”® 


Conclusions 

The election provided by the Code 
to file as a “1361 corporation” can be 
a valuable one in these situations: 


(1) Individual proprietorships or 
partnerships which plan not to incor- 
porate or make changes of over 20 per 
cent interest to other than close rela- 
tives, where the owners’ taxable in- 
come from the business exceeds about 


$18,000 each. 


(2) New businesses—in the same 
categories as above—in which reten- 
tion of working capital is a crucial 
consideration and immediate incor- 
poration is not possible either for 
credit or for other reasons. High in- 
dividual tax rates make the retention 
of working capital otherwise extremely 
difficult. The added tax cost on eventual 
incorporation might be a less important 
consideration. 


(3) Where a proprietor has large 
carry-over capital losses that might 
otherwise be wasted. He might elect 
under Section 1361, accumulate profits, 
and incorporate within the five-year 
carry-over period. He can then offset 


his loss carry-over against the result- 
ing capital gain. 


(4) Should the final regulations un- 
der Section 1361 omit the capital gain 
tax on incorporation and/or on change 
of a 20 per cent interest. The election 
can then be freely used by other enter- 
prises with profits of the size indicated 
above. Otherwise, actual incorpora- 
tion, if possible, is a more prudent 
course.”° 


In the light of the foregoing analysis, 
the writer believes that tax counselors 
and unincorporated taxpayers should 
pursue the following courses of action: 


(1) Protest to the Commissioner 
Sections 1.1361-5(b) and 1.1361-6(d) 
of the proposed regulations with re- 
spect to de facto incorporations and 
changes of ownership resulting from 
investment of new capital. 


(2) If the proposed regulations are 
finalized without change, urge Con- 
gressional amendment of the Code to 
eliminate these harmful provisions, 
which clearly violate Congressional 
intent, as pointed out above. This 
applies with greatest force to Section 
1.1361-5(b), relating to actual incor- 
poration. 


(3) Where elections have already 
been made and these regulations sec- 
tions asserted by the Service, seek 
judicial relief that may lead to IRS 
acquiescence and/or amendment of 
regulations. The writer is of the 
opinion that the courts may well 
nullify the arbitrary and capricious 
provisions in question, particularly 


Section 1.1361-5(b). 


This assumes, of course, that the 
taxpayer does not wish to avail him- 
self of the provision for retroactive 
revocation, or cannot do so because 
he is past the final deadline after publi- 

(Continued on page 173) 





“It must also file Forms 1099L on liqui- 
dating dividends under Sec. 6043. Proposed 
Regs. Sec. 1.1361-11. 
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* Except for firms with average annual 
profits of over $45,000 per owner, which will 
still show a net tax gain by election. 
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The Net-Economic-Effect Test 


By ROBERT S. HOLZMAN 


While a clever taxpayer or advisor may conjure up a sound business purpose 
to explain a distribution transaction which occurred many years earlier, 

the author points out that ‘there is no reward for such resourcefulness 

or imagination in the net-economic-effect test,’’ because it is an inference 

to be drawn or a conclusion to be reached. He is professor of 

taxation, New York University Graduate School of Business Administration. 


66 [SSE QUAM VIDERI,” says an old motto—“to be rather than 
to seem to be.” That philosophy frequently is overlooked in 
tax matters. A transaction may be taxed because it seems to be some- 
thing. 
Written authority for this treatment may be traced back to 1921. 
In the preceding year, the Supreme Court had ruled—for the moment 
—on the taxability of stock dividends.’ Inasmuch as such dividends 
were regarded as tax-free, the wonderful idea dawned simultaneously 
in minds beyond count that shares could be issued as untaxed stock 
dividends,’ with a not-too-distant redemption that would transfer ac- 
cumulated earnings to the shareholders via the capital gains route. 


The Congress was galvanized into action with commendable 
speed. Section 201(d) of the Revenue Act of 1921 provided that stock 
dividends would not be subject to tax, but if after the dividend the 
corporation canceled or redeemed shares “in such manner as to make 
the distribution and cancellation or redemption essentially equivalent 
to the distribution of a taxable dividend,” the amount received would 
be treated as a taxable dividend to the extent of earnings accumulated 
after February 28, 1913. Section 201(f) of the Revenue Act of 1924 
was to the same effect. By 1926, this theory was not confined to stock 
issued as a dividend. Section 201(g) of the revenue act treated as a 
taxable dividend a cancellation or redemption of stock—* (whether or 
not such stock was issued as a stock dividend)”—a distribution and 
cancellation in whole or in part being “essentially equivalent to the 
distribution of a taxable dividend.” This is the genesis of Section 
302(b)(1) of the present Code, which provides that redemptions may 
be treated as distributions in part or in full payment in exchange for 
the stock except in four named areas, the first of which is “if the 
redemption is not essentially equivalent to a dividend.” 








* Eisner uv. Macomber, 1 ustc 9 32, 252 U. S. 189 (1920). See Robert S. 
Holzman, “Tax Classics—I1,” 26 Taxes 170 (February, 1948). 
*“Gold and silver have I none; but such as I have give I thee.” Acts, 3:6. 
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It was recognized in 1924 that a 
corporate reorganization was a likely 
vehicle for converting ordinary in- 
come into capital gain. Section 203 
(d)(2) of the revenue act of that year 
declared: “If a distribution made in 
pursuance of a plan of reorganization 
is within the provisions of paragraph 
(1) © but has the effect of the dis- 
tribution of a taxable dividend,” there 
would be taxed to each distributee his 
prorata share of the gain that was sup- 
ported by earnings accumulated since 
February 28, 1913. “This subdivision 
provides that any amount distributed by 
a corporation in connection with a re- 
organization which has the effect of a 
taxable dividend should be taxed as a 
dividend.” * That is the genesis of the 
present Section 356(a)(2): Where 
there is a receipt of additional com- 
pensation upon an exchange, there 
will be treated as a dividend to each 
distributee that part of the gain that 
does not exceed his ratable share of 
post-1913 earnings if the exchange 
“has the effect of the distribution of 
a dividend....” 


A third form of dividend equival- 
ency was new in the Internal Revenue 
Code of 1954. Section 346(a) (2) pro- 
vides that a distribution will be treated 
as in partial liquidation of a corpora- 
tion in two situations, the second of 
which is where ‘the distribution is 
not essentially equivalent to a divi- 
dend,” is in redemption of part of the 


stock, and occurs within the year of 
the plan of liquidation or the suc- 
ceeding one. 


A distribution essentially equivalent 
to a taxable dividend may be spelled 
from the facts. If a distribution is in 
the nature of a dividend, it will be so 
taxed.° Formal declaration is not 
necessary.® The parties may not have 
intended that there be a dividend.’ 


Any informal withdrawal of cash 
or other property from a corporation 
by its shareholders may be treated 
as essentially equivalent to a divi- 
dend. Shareholder loans may be so 
regarded if it does not appear that 
there was any intention to repay the 
loans. To the extent that a salary 
to a shareholder is excessive, the 
payment may be equivalent to a divi- 
dend.® Bargain sales to shareholders, 
to the extent of the preference, may 
be regarded as dividends.’® Purchase 
of property by a corporation from 
its shareholders may be a dividend 
to the extent that the price was too 
high."? Where a corporation pays in- 
surance premiums for shareholders, 
the effect of a dividend may be 
found.'* Cancellation of a stockhold- 
er’s debt may be a dividend.** 


In fine, any economic benefit flow- 
ing from a corporation to its share- 
holders as shareholders may be treated 
as essentially equivalent to the dis- 


tribution of a taxable dividend. The 
only prerequisite is that the payor 





* This provided that when boot was given 
in connection with an exchange that would 
otherwise be tax-free, the gain from the 
exchange was to be recognized, but in an 
amount not in excess of the amount of the 
money or other boot. 

‘Report of the Senate Finance Com- 
mittee, 68th Cong., Ist Sess., S. Rept. 398, 
p. 16. 

* Commissioner v. Van Vorst, 3 ustc § 968, 
59 F. 2d 677 (CA-9, 1932). 

* Helvering v. Gordon, 37-1 ustc § 9088, 87 
F. 2d 663 (CA-8). 

"J. W. Allen & Company, CCH Dec. 1353, 
3 BTA 1135 (1926). 
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* Commissioner v. Cohen, 41-2 ustc J 9561, 
121 F. 2d 348 (CA-5). 

* University Chevrolet Company, Inc. v. 
Commissioner, 52-2 ustc 99521, 199 F. 2d 
629 (CA-5). 

” Palmer v. Commissioner, 37-2 ustc J 9532, 
302 U. S. 63. 

"H. K. L. Castle, CCH Dec. 3265, 9 BTA 
931 (1927). 

® Earl Everett Jameson, CCH Dec. 12,400- 
F (1942). 

“Ida L. Dowling, 
BTA 787 (1928). 


CCH Dec. 


4408, 13 
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. some schools of thought . . . 
maintain that the Constitution must 
be construed or applied to meet 
new conditions in the light of 
present-day thought, and that the 
Constitution must be expanded 
or contracted—as if it were an 
elastic girdle—to accomodate the 
public diet.—International 
Association of Machinists v. Street, 
108 S. E. 2d 796 (Ga., 1959). 


corporation must have earnings and 
profits sufficient to support the divi- 
dend, and these earnings and profits 
may have been those of a predecessor 
in reorganization ** or they may be 
imputed, even if the corporation had 
no taxable income.*® 

Under the dividend-equivalency test, 
“motive is immaterial. This decision 
must turn upon the effect of what 
was done.” ?* “Neither artifice, sub- 
terfuge, nor bad faith need be present 
to bring the transaction within the 
meaning of the statute here involved, 


for as we read the law a taxpayer 
may well act with the utmost good 
purpose and without even intent and 
yet his transactions may in effect be 
the equivalent of the distribution of 


a taxable dividend.” ?* “The statute 
is aimed at the result.” 3® 


It is immaterial whether what is 
taxed is essentially equivalent to a 
dividend in fact. A dividend, under 
the circumstances of the situation, 
even may have been prohibited by 
state law. That leads to the case 
which was the progenitor of the doc- 
trine as the net economic effect. 


A corporation had issued stock 
dividends in prosperous years, but 


* Commissioner v. Sansome, 3 ustc § 978, 
60 F. 2d 931 (CA-2, 1932). See Robert S. 
Holzman, “Tax Classics 1949—V,” 27 Taxes 
477 (May, 1949). 

* Code Sec. 312. 

* Helvering v. Gordon, 37-1 ustc J 9088, 87 
F. 2d 663 (CA-8). 
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there followed five years of deficits 
and unpaid preferred stock dividends. 
In the sixth year, the company had 
substantial profits, but charges to 
earnings upon issuance of the stock 
dividend as well as the subsequent 
losses created a book deficit, under 
which circumstances state law for- 
bade payment of dividends. Under 
a plan of recapitalization, the stock- 
holders exchanged their old preferred 
stock for new preferred stock, com- 
mon stock, and cash. The cash was 
treated as a dividend, even though 
a dividend could not have been paid 
by virtue of the deficit. “Recapitali- 
zation does not alter the ‘effect’... .. 
A distribution, pursuant to a reorgani- 
zation, of earnings and profits ‘has 
the effect of a distribution of a tax- 
able dividend’... .”?° 


It is apparent that the net-economic- 
effect test is much more dangerous 
to the taxpayer than is that other 
subjective test to which it sometimes 
is compared—the sound business pur- 
pose. A clever taxpayer oftentimes 
may conjure up a sound business 
purpose to explain a transaction of 
many years ago. An advisor who had 
not been present when a course of 
action had been selected in the past 
may “remind” corporate officials, with 
extrasensory perception, of what they 
had had in mind when the action had 
been voted. But there is no reward 
for such resourcefulness or imagina- 
tion in the net-economic-effect test. 
Contrariwise, the taxpayer may be 
damned by the curious workings of 
coincidence. 

Even sound business purpose may 


not help if the effect of a transaction 

"McGuire v. Commissioner, 36-2  ustc 
7 9338, 84 F. 2d 431 (CA-7). 

*® Hirsch v. Commissioner, 41-2 ustc J 9782, 
124 F. 2d 24 (CA-9). 

” Commissioner v. Bedford Estate, 45-1 
ustc 7 9311, 325 U. S. 283. See Robert S. 
Holzman, “Tax Classics—XL,” 29 Taxes 
319 (April, 1951). 
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is akin to a taxable dividend. In Dun- 
ton et al. v. Clauson, the court said: 
“I am quite willing to find and do 
find that the purpose for which the 
Bank reduced its capital was a sound 
business one, but I do not consider 
that the existence of such a purpose, 
in view of the other circumstances 
present, is sufficient to overcome the 
statutory presumption that the dis- 
tribution was a dividend for the 
purpose of taxation. Except for the 
purpose behind the distribution it had 
the usual attributes of a dividend, 
and the effect of one, and there is 
nothing in the statute or the regu- 
lations that makes the purpose con- 
clusive.”’ 7° 


Sometimes the net-effect test is 
brought into play only where there 
is no proven business purpose to ex- 
plain an action. In Samuel H. Kess- 
ner et al., the Tax Court held: “Thus 
our principal concern is whether the 
net effect of a transaction, absent a 
real and substantial business reason 


on the part of the corporation as dis- 
tinguished from a purpose to benefit 


the shareholders, was to distribute 
accumulated earnings and _ profits 
among the shareholders the same as 
if a cash dividend had been declared 
and paid.” *? 

Thus, where the net-economic-effect 
used, “the net effect of the 
distribution rather than the motives 
and plans of the taxpayer or his cor- 
porations, is the fundamental ques- 
tion in administering . . . [the fore- 


test is 





» Dunton et al. v. Clauson, 46-2 ustc J 9354, 
67 F. Supp. 839 (DC Me.). 

* Samuel H. Kessner et al., CCH Dec. 
21,924, 26 TC 1046 (1956), aff'd, 57-2 ustc 
9991, 248 F. 2d 943 (CA-3). 

* Flanagan v. Helvering, 40-2 ustc § 9710, 
116 F. 2d 937 (CA of D. C.). 

* Hash et al. v. Commissioner, 46-1 ustc 
7 9135, 152 F. 2d 722 (CA-4, 1945). 

* Northup v. U. S., 57-1 ustc J 9307, 240 
F. 2d 304 (CA-1). 
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runner of Section 302].” ** “Nor are 
the taxpayers helped by their 
contention that their motive was pure 
—to create adequate estates for their 
daughters; for tax incidence, in such 
cases, depends rather upon economic 
reality than upon purity of motive.” *° 
The statute “requires an examination 
of the net effect of the transaction as 
a whole, not an examination of the 
motives or purposes that prompted 
it.” ** “The ‘basic criterion’ is the net 
effect of the distribution rather than 
the motives and plans of the tax- 
payer or his corporation.” *° 


An individual inherited the shares 
owned by his brother, the only other 
stockholder. This was treated as a 
dividend when, a year later, the cor- 
poration purchased the shares. “The 
net effect of the redemption was clearly 
to distribute to taxpayer the corpo- 
rate earnings just as if a cash divi- 
dend had been declared.” ** The P 
Corporation purchased all of the stock 
of the S Corporation to get the S 
assets. Six years later, P needed 
cash and S redeemed the S preferred 
stock. This was regarded as a divi- 
dend, for “the net effect of the dis- 
tribution is essentially equivalent to 
a dividend The initiative for 
the distribution came from the par- 
ent stockholder in need of cash.” ”’ 
“When the smoke cleared away, the 
accumulated cash of the corporation 
was reduced by the amount paid... 
[a principal stockholder] just as surely 
as if a ‘true’ cash dividend had been 
paid.” ** “This was the net effect of 


* Bazley v. Commissioner, 46-1 ustc {[ 9237, 
155 F. 2d 237 (CA-3), aff'd, 47-1 ustc 
79288, 331 U. S. 737. See Robert S. 
Holzman, “Tax Classics 1949—IX,” 27 
Taxes 843 (September, 1949). 

* Commissioner v. Roberts, 
J 9331, 203 F. 2d 304 (CA-4). 

* Rockwell Spring & Axle Company v. 
Granger, 56-1 ustc J 9479, 140 F. Supp. 390 
(DC Pa.). 

* Raymond F. Koeppe, CCH Dec. 20,598 
(M), 13 TCM 942, aff'd, 56-1 ustc { 9334, 
230 F. 2d 950 (CA-6). 
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On present appearances, elements of 
strength outweigh those of 

weakness as the economy moves into 
the new year. A total of $505-510 
billion for gross national product 

in 1960 would seem a reasonable 
prospect. This would represent an 
increase of 5 to 6 per cent over 
1959, with about 1 2 points of the 
percentage gain attributable to higher 
prices.—Morgan Guaranty Survey. 
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the distribution presently before us.’ 
“Their essence is determined not by 
subtleties of draftsmanship but by 
their total effect.” *° 


Far-reaching as potentially it is, 
the net-economic-effect doctrine does 
not extend to every type of situation. 
“The Commissioner attempts to bol- 
ster this argument by his traditional 
corporation reorganization analysis 
to the effect that, so long as the ‘end- 
result’ of the transactions involved 
complies with the ‘criteria of the 
statute,’ intermediary steps . . . should 
be ignored as if they were nonexist- 

As for the Commissioner’s 
‘end-result’ argument, the very terms 
of [the forerunner of Section 302] 
make it evident that this is not an 
‘end-result’ provision, but rather one 
which prescribes certain specific con- 
ditions for the nonrecognition of real- 
ized gains or losses, conditions which, 
if not strictly met, make the section 
inapplicable.” ™ 

Where a subsidiary corporation con- 
tinued a phase of its business, distri- 
bution of other assets to its parent 





* Pullman, Inc., CCH Dec. 15,596, 8 TC 
292 (1947). 

* Commissioner v. P. G. Lake, Inc. et al., 
58-1 ustc J 9428, 356 U. S. 260. 

“Granite Trust Company v. U. S., 57-1 
ustc { 9201, 238 F. 2d 670 (CA-1, 1956). 

* Maurice Weinman, CCH Dec. 21,968(M), 
15 TCM 1195. 

* Commissioner v. Pipe et all. 
7 9291, 239 F. 2d 881 (CA-1). 

* Norris Darrell, “Cash Distributions in 
Reorganization Taxable as Dividends: The 
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was not essentially equivalent to a 
dividend, as the enterprise no longer 
needed that type of inventory. “So 
regarded, the net result was very 
different from the declaration of a 
taxable dividend.” ** Nor was a divi- 
dend found where the major stock- 
holders of two corporations unrelated 
as to business sold some of the shares 
of one company to the other. A divi- 
dend would have decreased the trans- 
feree’s surplus, whereas here the 
transferee merely shifted part of its 
surplus cash to stock of equal value. 
“Thus the ‘net effect’ of the trans- 
action was not a distribution of 
profits.” ** 


The net-economic-effect test can 
work illy if it is applied indiscrimi- 
nately. “The Court’s construction pro- 
duces a result which seems suitable 
for the Bedford case and most other 
cases. But it will prove very harsh 
in some situations where the real 
nature and effect of the distribution, 
viewing the plan as a whole, is clearly 
wholly unlike a dividend.” * “From 
the standpoint of the fiscus the im- 
pact is good for the Bedford case 
makes very difficult, if not impossi- 
ble, the escape of distributed corpo- 
rate earnings from the dividend tax.” * 


The net-economic-effect doctrine 
has not supplanted other tests; it 
supplements them. “As for the ‘net 
effect’ test of a redemption mentioned 
in the Roberts case,*! as well as in 
several other cases, we regard it as 
no more than an expression of the 
rule that a determination under . 


Scope of Commissioner v. Bedford Estate,” 
Proceedings of New York University Fourth 
Annual Institute on Federal Taxation (Albany, 
New York, Matthew Bender & Company, 
Inc., 1946), p. 402. 

* Leo H. Hoffman, “Impact of the Bedford 


” 


Case on Reorganizations,” Proceedings of 
New York University Sixth Annual Institute 
on Federal Taxation (Albany, New York, 
Matthew Bender & Company, Inc., 1948), 
p. 279. 

* Cited at footnote 26. 
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[the forerunner of Section 302] must 
depend upon all the circumstances of 
each case.” Nor has the net-eco- 
nomic-effect test put the sound-busi- 
ness-purpose test to rout, except in 
very restricted areas. “... [The Sec- 
retary of the Treasury] insists it is 
now established law that the net ef- 
fect of the transaction, rather than the 
motives and purposes of the corpo- 
ration or its shareholders, is the test 
of taxability. It must be recognized 
that the net effect rationale inheres 
in a number of decisions But 
all that this means is that no one 
factor is controlling. It surely does 
not mean that the mere existence 
of sufficient earnings and profits to 
cover the acquisition of the stock 
automatically brings the transaction 
within the provisions of . [the 
forerunner of Section 302]. Just as 
the presence of a legitimate business 
purpose will not, standing alone, de- 
termine that . [that section] is 
inapplicable, so the mere fact that 
the corporation has sufficient surplus 
available does not conclusively de- 
termine that the section is appli- 
cable. All relevant factors must be 
considered in determining the net 
effect of the transaction.” * 


“But the courts generally have not 
applied the ‘net effect’ test with strict 
logic but have broadened its scope 
to include inquiry into the possible 
existence of some ‘legitimate busi- 
purpose, for the redemption, 
that is to say, a legitimate corporate 
purpose as distinguished from a pur- 
pose to benefit the stockholder by a 
distribution of accumulated earnings 
and profits exempt from the impo- 
sition of income tax... thus adding 


ness 





a question of motive to the question 
of ultimate result.” *° 

The close relationship of the net- 
economic-effect and the dividend- 
equivalency tests ought to be noted. 
“If the ‘net effect’ of a stock redemp- 
tion and distribution is essentially 
equivalent to a dividend distribution, 
then it is so taxed; if not, if a legiti- 
mate business purpose prompted the 
redemption, then it is not taxable as 
a dividend.” *° “The so-called net- 
effect test is not a weighted formula 
by which to solve the issue before 
the court. The net effect of the trans- 
action is not evidence or testimony 
to be considered; it is an inference 
to be drawn or a conclusion to be 
reached. It is not a solvent but a 
residuum; it is not a process but a 
product; it is not a means but an 
end; it is not a solution but a restate- 
ment of the statutory provision; it is 
the gist of the governing law of the 
case; it is not a balance for weighing 
the law against the facts; it is the 
law itself. ‘Net effect’ is a paraphrase 
for ‘essentially equivalent’... . The 
net-effect test is not a test but an 
attractive abbreviation of the statute, 
which we shall be on safer 
ground if we stick to the words of 
the statute: essentially equivalent.” * 


as to 


Taxation according to the effect of 
a transaction is not necessarily the 
same as taxation according to what 
a transaction really is. A formula 
cannot take the place of reality and, 
in fact, “algebraic formulae are not 
lightly to be imputed to legislators.” ** 
Yardsticks, determinants and tests 
have their uses in tax matters, but 
they are not “anodynes for the pains 


of reasoning.” * [The End] 





7 J. Paul McDaniel, CCH Dec. 21,340, 25 
TC 276 (1955). 

* Fred B. Snite et al., CCH Dec. 16,311, 
10 TC 523 (1948), aff'd, 49-2 ustc J 9470, 
177 F. 2d 819 (CA-7). 

® Keefe v. Cote, 54-2 ustc 79455, 213 F. 
2d 651 (CA-1). 
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Golwynne Estate, CCH Dec. 
21,954, 26 TC 1209 (1956). 

“ Commissioner v, Sullivan et al., 54-1 ustc 
7 9257, 210 F. 2d 607 (CA-5). 


“Henry A, 


“ Edwards v. Slocum, 1 ustc § 72, 287 F. 
651 (CA-2, 1923). 

“ Commissioner v. Sansome, cited at foot- 
note 14. 
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How Reorganizations Affect 


Pension and Profit-Sharing Plans 
By ISIDORE GOODMAN 


This article explains how pension and profit-sharing plans should 

be treated when they are involved in the reorganizations of the companies 

which instituted the plans. The author is chief of the Pension Trust 

Branch, National Office, Internal Revenue Service. He spoke on this 

subject before the American Pension Conference in New York City in December. 
The views expressed in this article should be considered 

as Mr. Goodman's and not necessarily as those of the Service. 


USINESS REORGANIZATIONS affect the tax treatment of 

pension and profit-sharing plans. Existing plans may be termi- 
nated, curtailed or modified in various respects, or merged with other 
plans, and new plans may be established. Each action may have a 
bearing on the tax consequences to the employer, to employees and, 
in trusteed cases, to the trusts forming parts of such plans. 

The applicable treatment depends on the provisions that are made 
for the plans involved. The new interests may wish to cover the 
employees they take over under their own plan, or they may not 
maintain a plan for any of their employees. In either case, the former 
plan may be terminated and total distributions may be made to the 
employees concerned. This presents a question as to whether the 
long-term capital gain’ treatment is available. The termination of a 
plan, of course, necessitates findings as to compliance with existing 
restrictive provisions,” if any, and with other applicable requirements. 
Also, the type of corporate acquisition affects deductions for employer 
contributions,‘ and, under different circumstances, allocations of de- 
ductions between the parties to the reorganization may be required.® 

Numerous other tax problems in the pension and profit-sharing 
area arise as a result of reorganizations. It is the purpose of this paper to 
highlight some of these and to indicate the applicable treatment. 


Long-Term Capital Gain Treatment 


Employees and their beneficiaries are accorded the long-term capital 
gain treatment with respect to total distributions, or total amounts 








*Code Secs. 402(a)(2) and 403(a)(2). 

? Mim. 5717, 1944 CB 321. 

* Mim. 6136, 1947-1 CB 58, as modified by Rev. Rul. 55-60, 1955-1 CB 37. 
*Code Sec. 381(c)(11) and (20). 

* Rev. Rul. 55-428, 1955-2 CB 230, and Rev. Rul. 56-672, 1956-2 CB 295. 
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payable, from exempt employees’ 
trusts, and under qualified non- 
trusteed annuity plans,” only where 
such distributions or amounts repre- 
sent the balance to the credit of the 
employee,* and become payable on 
account of his death or other separa- 
tion from the service of the employer, 
or on account of his death after sepa- 
ration from service, and are paid 
within one taxable year of the dis- 
tributee or payee. 

For the most part, the requisites 
are self-explanatory, but, especially 
in reorganization cases, the key clause 
“separation from the service.” It 
thus becomes important to determine 
what constitutes “separation from the 
within the purview of the 


is 


service” 
statute. 


Continuance of Employment 

It may be desirable to point out 
at the outset what does not constitute 
such a separation. In 
Edward J. 


established a pension trust which was 


case of 
Glinske, Jr.,° a company 


the 


held to be exempt as forming part 
of a qualified plan. It subsequently 
sold all of its assets, including the 
use of its name, and discontinued 
About three weeks there- 
after, the purchaser exercised its right 
to discontinue the plan and trust, 
effective month and dis- 
tributions accordingly made. 
Glinske, one of the employees who 
went over with the new management, 
reported his distribution as a long- 
term capital gain. The court held that 
the distribution was made under the 


business. 


one later, 


were 





* Code Sec. 402(a)(2); Reg. Sec. 1.402(a)- 
1(a) (6). 

*Code Sec. 
(a)-2. 

* Reg. Secs. 1.402(a)-1(a)(6) (ii) and 1.403 
(a)-2(b)(1); I. T. 3847, 1947-1 CB 65; and 
PS No. 59, February 25, 1947. 

°CCH Dec. 18,551, 17 TC 562 (1951). In 
this case, a supplemental distribution was 
also made in a subsequent year. 
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termination provision of the trust 
agreement and therefore constituted 
ordinary income. 

It should be observed that although 
the employee severed employment 
with his former employer, distribu- 
tion was not made on account of such 
severance. He went to work for the 
purchasing corporation which continued 
the plan, and it was not until some 
time subsequent to its acquisition of 
the predecessor’s assets that it exer- 
cised its right to terminate the plan. 
The ensuing distribution, therefore, 
did not relate back to the prior sever- 
ance of employment. 

Similarly, in the Clarence F. Buckley 
case '°—in which the assets of a cor- 
poration by which the taxpayer had 
been employed had been acquired by 
a successor corporation in a tax-free 
reorganization, and the exempt pen- 
sion trust of the predecessor had been 
continued for five years by the succes- 
sor corporation to which the taxpayer 
transferred—a lump-sum distribution 
to the taxpayer upon termination of 
the pension trust was held to consti- 
tute ordinary income and not long- 
term capital gain. 

Where, however, an employee's 
services were discontinued prior to 
the termination of his former employ- 
er’s qualified plan, by the purchaser 
of such employer’s capital stock, and 
a total distribution had been made 
to the employee, it was held that such 
distribution account of his 
separation from the service of his em- 
ployer and was taxable as a long-term 
capital gain.” 


Wwas on 


* CCH Dec. 22,694, 29 TC 455 (1957). 

“ Thomas E. Judkins, CCH Dec. 23,465, 31 
TC 1022 (1959), acq., I. R. B. 1959-42, 7: 
“Acquiescence due to the fact that peti- 
tioner was actually separated from his em- 
ployer’s service prior to termination of the 
pension plan.” 
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In distinguishing the cases, the court 
pointed out in the latter case (Thomas 
E. Judkins) : 


“In Edward Joseph Glinske, Jr., 17 
T. C. 562, and in Clarence F. Buckley, 
29 T. C. 455, the acquiring corporation 
assumed the employer's obligations 
under the plan and continued the plan 
for some time after acquisition of the 
assets, and the petitioner remained in 
the employment of the acquiring cor- 
poration, so that petitioner’s rights 
did not become fixed because of the 
change in ownership of the assets.” 

In the Glinske and Buckley cases, 
the employees remained in employ- 
ment after the successor corporation 
took over the business of the prede- 
cessor and continued its plan. The 
subsequent distribution was not on 
account of severance of employment 
with the predecessor but on account 
of the termination of the plan by the 
successor. Hence, the long-term cap- 
ital gain treatment was not applicable. 
In the Judkins case, however, the 


services of the employee were discon- 
tinued before the plan was terminated 
and the long-term capital gain treat- 
ment was held to apply. 


A discontinuance of part of a com- 
pany’s operations, without a severance 
of employment, does not give rise 
to the long-term capital gain treat- 
ment. In Estate of E. I. Rieben,'* the 
employer-corporation discontinued its 
sales operations and terminated its 
qualified plan, pursuant to which a 
distribution of an annuity contract 
was made by the pension trust to the 
employee who surrendered it for its 
cash value and claimed the long-term 
capital gain treatment thereon, although 
he remained as president of the cor- 
poration which continued as an in- 
vestment company. The Tax Court 
held that neither the cash nor the 
annuity contract was distributed on 


There are few things in the tax law 
that are as vague and intangible 
as the provisions relating to stock 
options. . . . Indeed, when 
examined closely, this is one of 
the most strange and wonderful areas 
of our tax law, less thought out 
and less justified than almost any 
of the many provisions . . . 
granting special benefits. — 

Erwin N. Griswold. 


account of the employee’s separation 
from the service but, rather, on ac- 
count of the termination of the plan, 
and that, therefore, the proceeds con- 
stituted ordinary income and not long- 
term capital gain. 

The requirement that there must be 
a separation from the service of the 
employer is equally applicable in multi- 
employer plans. Thus, a total distri- 
bution to employees of a subsidiary, 
under a pension plan which was estab- 
lished by both the parent corporation 
and such subsidiary, for the eligible 
employees of each, upon the with- 
drawal from the plan of the subsidiary 
when it was acquired by other inter- 
ests, did not result in the long-term 
capital gain treatment since the em- 
ployees remained in the employ of 
the same employer, which, although 
no longer a subsidiary of the original 
controlling corporation, retained its 
separate existence as an independent 
entity.** 

Regardless of the reason for termi- 
nation of an employee’s participation 
in a qualified plan, if he continues in 
the service of the employer, the long- 
term capital gain treatment is not appli- 
cable. Thus, such treatment was denied 
to an employee who remained in the 
service of his employer after receiving 
a lump-sum distribution of his inter- 
est under a profit-sharing trust which 
provided that at the close of the year 





*CCH Dec. 23,755, 32 TC —, No. 116 
(1959). 
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* Rev. Rul. 58-99, 1958-1 CB 202. 





in which an employee reaches age 60, 
he is to “retire from the plan” and 
terminate his profit-sharing employ- 
ment and is to become eligible for a 
lump-sum distribution of the total 
amount standing to his credit in the 
trust.’* The result is the same regard- 
less of whether the employee continues 
his employment under his previous 
agreement or under a new employ- 
ment agreement. 


A severance of employment, within 
the purview of the long-term capital 
gain requirements, must be complete 
and final. The extent and degree of 
service does ont change the result. 
In Estate of Frank B. Fry, the em- 
ployer established a qualified pension 
plan, under which the trustee deter- 
mined that Mr. Fry’s retirement date 
would be the anniversary date of the 
trust nearest his seventieth birthday. 
Upon attaining that age, he received 
a total distribution from the trust, 
which he reported as a long-term 
capital gain. Thereafter, he devoted 
less of his time to the activities of 
the employer-company and spent in- 
creasing amounts of his time at his 
winter home in Florida and at his 
farm and hunting lodge in Canada. 
He continued to receive the same 
compensation, however, for the serv- 
rendered that he had received 
previously. Accordingly, it was held 
that he had not severed employment 
and that the lump-sum distribution 
he received did not qualify for the 
long-term capital gain treatment. 


ices 


The situation is no different even 
where the employee continues to ren- 
der *services without compensation. 
Thus, the long-term capital gain treat- 
ment was denied in a case of a lump- 
sum distribution from an exempt 
profit-sharing trust where the em- 
ployer-corporation effected a sale of 


“ Rev. Rul. 56-214, 1956-1 CB 196. 


*CCH Dec. 19,349, 19 TC 461 
aff'd, 53-2 ustc J 9458, 205 F. 2d 517. 


158 


(1952), 


February, 1960 ® 


its business assets, discontinued all 
former activities, invested its funds 
in securities, and terminated the serv- 
ices of all employees except one who 
continued to act as an uncompensated 
officer and director, with his services 
limited to attendance at directors’ 
meetings and to other matters not of 
a substantial nature.*® The long-term 
capital gain treatment, with respect 
to total distributions under qualified 
plans, is available only upon the com- 
plete termination of the employment 
relationship (or death after separation 
from the service). 


It is the rendition of services or 
being employed to render services- 
and not the element of compensation 

which is the determinating factor 
in seeking to establish whether there 
has been a separation from the service. 


A director of a corporation, as 
such, is not an employee,’’ but if he 
performs services other than those 
required by attendance at, and par- 
ticipation in, meetings of the board 
of directors, he may be an employee. 
In the foregoing case, in addition to 
performing the duties of a director, 
the individual rendered services with 
respect to other matters, even though 
not of a substantial nature. The fact 
that he received no compensation there- 
for did not alter his employment 
relationship. 


Where pursuant to a consent decree 
in an antitrust action, a company 
was reorganized and a _ substantial 
change in ownership was effected, 
and thereupon its profit-sharing trust 
was terminated and total distributions 
were made to all. participants, the 
long-term capital gain treatment was 
denied to an employee who was re- 
elected as treasurer of the corporation 
on the same day that the trust was 


* Rev. Rul. 57-115, 1957-1 CB 160. 
"TI, T. 4077, 1952-1 CB 149; Rev. Rul. 
57-246, 1957-1 CB 338. 
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terminated.’* The finding was that 
there is nothing in the record to show 
when, if ever, the employee ceased to 
render services to, and severed his 
connection with, the original corporate 
employer. 


Separation from Service 


It is apparent from a perusal of the 
cases thus far considered that a con- 
tinuance of employment, regardless 
of degree, or arrangement for com- 
pensation or lack of compensation, or 
extent of the duties performed, or 
nature or title of position, defeats the 
application of the long-term capital 
gain treatment. There are reorgan- 
izations, however, under which a sepa- 
ration from the service is effected 
within the purview of the capital gain 
provisions of the Internal Revenue 


Code. 


Where all the assets and business 
of a company were acquired by an- 
other corporation, in exchange for 
common stock of the latter which 
was distributed to the shareholders 
of the former in cancellation of their 
previous stock, and thereafter the 
new company operated the business 
under the same name, taking over 
employees who continued in the same 
jobs, a total distribution from the 
profit-sharing plan of the predecessor 
to transferring employees qualified for 
the long-term capital gain treatment.’® 


In this case, the May Company 
took over the assets and business of 
the Strouss-Hirshberg Company in 
exchange solely for 147,983 shares of 
its common stock, which were dis- 
tributed to the shareholders of the 
Strouss-Hirshberg Company in can- 


cellation of their 185,000 outstanding 
shares. The May Company also as- 
sumed all liabilities of Strouss-Hirsh- 
berg, whose stores were then operated 
by the May Company, under the same 
name as theretofore, and took over 
employees who continued in the same 
jobs. Pursuant to this reorganization 
the Strouss-Hirshberg Company Em- 
ployees’ Retirement Fund, an exempt 
trust under a qualified profit-sharing 
plan, was terminated and distribution 
was made to participants. Lump-sum 
payments to employees who continued 
in their former jobs, but as employees 
of the May Company, were held to 
be on account of separation from the 
service and qualified for the long-term 
capital gain treatment. 


The fact that the employees con- 
tinued in their same jobs in stores 
which were operated without change 
of name did not alter the result that 
there was a separation from the serv- 
ice. Prior to the reorganization, the 
distributees concerned were employees 
of the Strouss-Hirshberg Company ; 
thereafter, they were employees of 
the May Company, a separate and 
different entity. Hence, the transfer 
constituted a separation from the 
service of the Strouss-Hirshberg Com- 
pany, the employer under whose plan 
the total distribution was made. 


A separation from the service was 
also recognized in a case in which 
the employer’s business was liquidated 
by transfer of its assets to its sole 
stockholder, and concurrently there- 
with its employees were employed 
by the transferee-corporation.”° In 
that case the Sperry Corporation pur- 
chased all of the issued and outstanding 





* Harry K. Oliphint, CCH Dec. 21,151, 24 
TC 744, aff’d on another point, 56-2 ustc 
{ 9676, 234 F. 2d 699. There was the further 
point in this case that, although the profit- 
sharing trust was originally held to be 
exempt, its exemption was subsequently re- 
voked and it remained nonexempt at the 
time of the distribution. 
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*® Commissioner v. Miller, 55-2 ustc J 9726, 


226 F. 2d 618 (CA-6), aff’'g CCH Dec. 
20,334, 22 TC 293 (1954), acq. 1958-1 CB 5. 

* Lester B. Martin, CCH Dec. 21,678, 26 
TC 100 (1956), acq., 1958-1 CB 5. 





stock of the Dellinger Manufacturing 
Company and thereafter operated it 
as a subsidiary for about six months, 
after which time Dellinger was liqui- 
dated and all of its and em- 
ployees were transferred to Sperry. 
Dellinger had previously maintained 
an exempt pension trust under a quali- 
fied plan. Sperry had a pension plan 
of its own and did not take over the 
Dellinger plan which was terminated, 
and the assets of the trust were dis- 
tributed as lump-sum payments. 


assets 


In holding that such payments were 
on account of separation from the 
service, the position was taken that 
a separation from the business or 
enterprise in which the employees 
were engaged was not a necessary 
requirement. Before the reorganiza- 
tion, the employees worked for Del- 
linger; thereafter, for Sperry, an 
entirely separate entity. The long- 
term capital gain treatment was, ac- 
cordingly, deemed to be applicable. 


The mere fact that the plan is 
terminated does not necessarily mean 
that the distribution was made as a 
result of such termination and not 
on account of separation from the 
service. Thus, for example, there is 
such a separation where the termina- 
tion of the plan is incident to the 
acquisition of all of the stock of the 
employer corporation by another cor- 
poration for cash, in a transaction 
amounting in substance to a purchase 
for cash, after which the 
employees are taken over by the pur- 
chasing corporation upon the transfer 
of the assets under a plan of complete 
liquidation within the meaning of Sec- 
tion 332(b) of the Internal Revenue 
Code.”! 

In such a transaction, the basis of 
the assets is determined under Sec- 
tion 334(b)(2) of the Code, wherein 
it is provided that if property is re- 


of assets 





* Rev. Rul. 58-95, 1958-1 CB 197. 
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ceived by a corporation in complete 
liquidation of another corporation, 
within the meaning of Section 332(b), 
and the distribution is pursuant to a 
plan of liquidation adopted on or after 
June 22, 1954, and not more than two 
years after the date the stock of the 
distributing corporation possessing at 
least 80 per cent of the total combined 
voting power of all classes of stock 
entitled to vote, and at least 80 per 
cent of all other classes of stock, was 
acquired by the distributee by pur- 
chase during a period of not more 
than 12 months, then the basis of the 
property in the hands of the distributee 
is the adjusted basis of the stock with 
respect to which the distribution was 
made. The point here is that the 
liquidation of the corporation acquired 
must be completed within two years 
after its stock was acquired by the 
purchasing corporation during a period 
of not more than 12 months, so that 
the purchaser is in possession of the 
assets of the business in lieu of the 
stock. Where Section 334(b)(2) is 
applicable, the position is ordinarily 
taken that the purchase was of assets 
rather than of stock. This, then, is 
tantamount to the purchase of the 
predecessor's business by the succes- 
sor, and employees who transfer to 
the successor are deemed to have 
separated from the service of the 
predecessor. 


The phrase “separation from the 
service,’ contained in Sections 402 
(a)(2) and 403(a)(2) of the Code, 
does not extend to distributions re- 
sulting from the liquidation or re- 
organization of a corporate employer 
where there is not 4 substantial change 
in the make-up of employees, except 
to the limited extent applicable to 
distributions made only during the 
calendar year 1954 and where the 
liquidation occurred before August 16, 
1954.** Thus, a corporate liquidation 


* Code Sec. 402(e). 
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Even if the source argument is 
accepted, however, it does not lead 
to the conclusion that the United 
States should not tax foreign source 
income. The Government or the 
economy of the United States is , 
almost always an important factor 
in the earning of such income. 
—Roy Blough, Columbia University. 


or reorganization which brings about 
a change in employment relationship 
in no more than a formal or technical 
sense, without effecting a substantial 
change in the make-up of employees, 
does not constitute a separation from 
the service. 

A reorganization within the pur- 
view of Section 368(a)(1)(C) of the 
Code, however, effects the required 
change so as to constitute a separa- 
tion from the service. Thus, where, 
pursuant to such a reorganization, all 
the assets and liabilities of a company 
are turned over to a corporation in 
exchange for its common stock, and 
where such corporation in turn makes 
a transfer thereof to its wholly owned 
subsidiary and receives therefor the 
common stock of the subsidiary, so 
that the business of the original 
company is then owned and operated 
by such subsidiary which also takes 
over the employees, there is a separa- 
tion from the service within the con- 
templation of Sections 402(a)(2) and 
403(a)(2) of the Code.** Therefore, 
distributions, within one taxable year, 
of the total amounts standing to the 
credit of participants under the prede- 
cessor company’s qualified plan which 
is terminated by reason of the reor- 
ganization, are accorded the long- 
term capital gain treatment. 

Of course, where there is a cash 
sale of the assets of a corporation, 
incident to a plan of complete liquida- 
tion, with resulting recognition of 


* Rev. Rul. 58-94, 1958-1 CB 194. 
* Rev. Rul. 58-96, 1958-1 CB 200. 
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gain or loss under Section 1002 of 
the Code, those of its employees who 
transfer to the purchaser are sepa- 
rated from its service.** Hence, total 
distributions under the liquidating 
company’s qualified plan, which is 
then terminated, qualify for the long- 
term capital gain treatment with re- 
spect to all separated employees, 
including those who go to work for 
the purchaser. 


Similarly, where, incident to a plan 
of complete liquidation, the assets 
used in carrying on the business of 
one of two divisions of a corporation 
are sold to another corporation, the 
employees going over with the pur- 
chaser are separated from the service 
of the selling corporation. Thus, total 
distributions, in one taxable year, under 
a qualified plan of the selling cor- 
poration, made to the transferring 
employees are on account of a separa- 
tion from the service for the purpose of 
the long-term capital gain treatment.?® 

Total distributions to separating 
stockholder-employees may also qualify 
for the long-term capital gain treat- 
ment. Thus, where upon liquidation 
and dissolution of a corporation which 
is succeeded by a partnership con- 
sisting of the former stockholders, 
who are no longer eligible to par- 
ticipate in the qualified plan which 
was taken over by such partnership, 
total distributions made to such stock- 
holder-employees constitute long-term 
capital gains to the extent of the 
excess over employee contributions.”® 


A separation from the service may 
also be effected where a corporation 
takes over the assets, business and 
employees of another previously un- 
related corporation in accordance. with 
a merger agreement involving a tax- 
free exchange of stock for stock under 
Section 354(a) of the Code, in pur- 
suance of a plan of reorganization 


* Rev. Rul. 58-97, 1958-1 CB 201. 
* Rev. Rul. 58-98, 1958-1 CB 202. 





under Section 368(a)(1)(B) and a 
subsequent statutory merger within 
the purview of Section 368(a)(1)(A), 
pursuant to the same plan. Thus, 
where a merger agreement was en- 
tered into, under which corporation 
\ acquired more than 80 per cent of 
the stock of an unrelated company 
(corporation B) in exchange for its 
own single class of outstanding com- 
mon stock, in a stated per-share ratio, 
and immediately following the ac- 
quisition of the stock of corporation 
b, in accordance with a plan of re- 
organization, corporation A took the 
necessary steps to effect a statutory 
merger under the applicable state law, 
continuing the business of corpora- 
tion B, the employees who transferred 
to corporation A were separated from 
the service of corporation B. They, 
therefore, qualified for the long-term 
capital gain treatment with respect 
to total distributions from the exempt 
employees’ trust of corporation B.*" 

The fact that the acquisition of the 
assets of the former employer in- 
volved a statutory merger, and that 
for some purposes the surviving cor- 
poration in a statutory merger is 
deemed to be a continuation of the 
corporation which goes out of exist- 
ence, does not alter the result under 
the facts considered.** The result, 
however, would be different where 
there is merely a reincorporation in 
another state.*® 


Constructive Receipt 


Various reorganizations entail trans- 
fers from one funding medium to an- 


other. The funds under a plan of an 
acquired company may be paid over 
and included under the plan of the 
acquiring corporation. In other situ- 
ations, funds under insured plans may 
be transferred to trusts, or vice versa. 
In any situation, if it is possible for 
employees to obtain any of the funds, 
they are deemed to be in constructive 
receipt thereof and subject to tax 
thereon, since such funds are made 
available to them.*° 


An employee’s interest under a pen- 
sion or profit-sharing plan is deemed 
to have been made available to him 
at the earliest date upon which he 
could unqualifiedly receive a distribu- 
tion, regardless of whether a distribu- 
tion is actually made.** Such interest, 
however, is not so made available to 
him where there are substantial con- 
ditions or restrictions on his right of 
withdrawal.** Thus, for example, 
where a substantial penalty is im- 
posed on a withdrawal, such as dis- 
continuance of further participation 
in the plan * or a forfeiture of part of 
the credits,** the employee’s interest 
is not deemed to have been made 
available to him. 


There are other situations where 
the constructive receipt doctrine does 
not apply. Where, for example, with- 
drawal by an employee of any part 
of his interest is permitted only after 
the approval by an administrative 
committee, in the case of proved fi- 
nancial hardship, such interest is not 
deemed to have been made available 
to him prior to actual distribution.** 
Also, where an employee may elect at 





* Rev. Rul. 58-383, 1958-2 CB 149. 

* See, for example, Libson Shops, Inc. v 
Koehler, 57-1 ustc J 9691, 353 U. S. 382, 386, 
Ct. D. 1809, 1957-2 CB 891, as to statutory 
construction. 

* The problem of statutory construction 
differs, as, for example, in Stanton Brewery, 
Inc. v. Commissioner, 49-2 ustc J 5941, 176 
F. 2d 573, or Newmarket Manufacturing 
Company v. U. S., 56-1 ustc J 9540, 233 F. 
2d 493. 
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* Dillis C. Knapp et al., CCH Dec. 10,952, 
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* Rev. Rul, 55-423, 195 

* Rev. Rul. 55-424, 195 
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The sun could as easily be spared 
from the universe as free speech 
from the liberal institutions of 
society.—Socrates. 


any time, prior to the completion of a 
stated number of years of service, to 
receive distribution of his interest 
after an additional period of service, 
his interest is not made available 
prior to the completion of the ex- 
tended period.” 


In the penalty type of case, how- 
ever, if the extent of the penalty is 
the same for a partial withdrawal as 
for a total withdrawal, the employee's 
entire interest is deemed to have been 
made available even when only a par- 
tial withdrawal is made.** The act 
of withdrawing a portion of such in- 
terest constitutes an exercise of 
dominion and control over the entire 
amount which could have been with- 
drawn at the same time without any 
additional penalty. 


Where an employee continues to 
work beyond the normal retirement 
age under a qualified pension plan 
and, prior to attaining such age, 
makes an irrevocable election to re- 
ceive the total credited to his account 
only upon the termination of his 
services, the amount of his credits is 
not deemed to have been made avail- 
able to him prior to actual termina- 
tion of employment. 


The transfer of funds from one re- 
tirement system to another, where 
employees do not have the right to 
direct the disposition of such funds, 
does not result in the funds being 
made available to them. Also, where 
employees have an election to author- 
ize the transfer of their individual 
accounts to the new system with full 
credit for all years of prior service, 


or to require a return of their own 
contributions with interest and to for- 
feit all credits for prior service upon 
becoming participants in the new sys- 
tem, those who elect to transfer their 
full interests do not realize taxable 
income by reason of such election.*® 


Where employees come into posses- 
sion of funds which are being trans- 
ferred from one exempt employees’ 
trust to another but have previously 
executed, and thereafter carry out, a 
legally enforceable agreement to pay 
over their distributive shares to the 
transferee-trust, the distribution is 
considered a transfer of funds from 
one trust to the other through the 
agency of the employees. Hence, such 
employees realize no taxable income 
from the transaction.* 

The transfer of funds in an insured 
contributory plan directly by the in- 
surer to the trustee under a newly 
established plan does not give rise to 
taxable income to the participants. 
Thus, where upon cancellation of all 
insurance contracts, the insurer trans- 
ferred the accumulated funds under 
such contracts directly to a trust for 
the funding of benefits under the plan, 
the participants under the nontrusteed 
plan were not in receipt of income as 
a result of the transfer of funds from 
the insurer to the trust.*? 


In some cases, a contributory plan 
may be modified so as not to require 
employee contributions, and refunds 
may be made of amounts previously 
contributed by employees. Where a 
contributory insured plan was amended 
to eliminate the requirement for em- 
ployee contributions and the insurer 
returned all amounts previously con- 
tributed by employees, the refunds 
were held to be a return of premiums 
and did not constitute taxable income 
to the sos staan 
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Deductions 
for Employer Contributions 

A reorganization may also have an 
important impact on an employer's 
deductions for contributions under a 
pension or profit-sharing plan. Dif- 
ferent factual situations necessitate 
approaches which may result in satis- 
factory solutions in particular cases 
but which may not apply to others. 
There are problems which arise with 
respect to the effect of a transfer of 
funds from one plan to another. 
Others relate to deductions for con- 
tributions on account of service with 
predecessor companies. Where a 
company is being liquidated and has 
not fully recovered deductions for its 
prior contributions, there are ques- 
tions as to who may obtain deductions 
therefor, and under what circum- 
stances. Numerous other problems 
may arise, the nature and extent of 
which depend on the facts involved. 
We will here consider some of these 
problems. 


Where a reorganization takes place 
under Section 368(a)(1)(C) of the 
Code, with the transfer of the assets 
and liabilities of one corporation to 
another, and the qualified pension 
plans of each of the corporations are 
consolidated, a question arises as to 
whether deductions for contributions 
made by the former under its plan 
prior to the transfer are affected be- 
cause of the reorganization. This was 
answered in a case involving the fol- 
lowing facts: 


Two corporations had maintained 
identical qualified pension plans which 
were established pursuant to union 
negotiations, but one plan was funded 
under a group annuity contract and 
the other was trusteed. The corpora- 
tions entered into an agreement and 
plan of reorganization whereby one 


* Rev. Rul. 58-406, 1958-2 CB 153. 
“ Code Sec. 404(a). 
* Reg. Sec. 1.404(a)-1(b). 
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acquired substantially all of the assets 
and liabilities of the other, solely in 
exchange for a portion of its voting 
stock. The exchange was held to con- 
stitute a reorganization within the 
provisions of Section 368(a)(1)(C) of 
the Code. 


As a result of the reorganization, 
funds held by the insurer under the 
predecessor’s plan were transferred to 
the successor’s plan, and participants 
under the plan of the former became 
participants in the plan of the latter, 
receiving credit for all years of serv- 
ice immediately prior to the reorgani- 
zation. The group annuity plan was 
terminated without adverse effect on 
its prior qualification, It was held 
under these facts that deductions by 
the predecessor corporation for con- 
tributions under its group contract, 
prior to the reorganization, were not 
affected solely as a result of such 
reorganization. Further, the transfer 
of funds from the insurer to the trus- 
tee did not result in taxable income to 
the successor.** 


Contributions under pension and 
profit-sharing plans must first qualify 
as ordinary and necessary business 
expenses, or expenses relating to the 
production of income, before they can 
be deductible within the special limits 
applicable to such plans.** In this re- 
spect, they must represent compensa- 
tion for personal services actually 
rendered.*® Services rendered in prior 
years, as well as in the current year, 
are considered for the purpose of de- 
termining reasonableness of compen- 
sation.*® Where a plan of only one 
employer is involved, the problem is 
limited to a determination of what is 
reasonable compensation for the serv- 
ices rendered by a participant to that 
one employer. Reorganizations, how- 
ever, bring about transfers of em- 
ployees with many years of service 


“Tucas v. Ox Fibre Brush Company, 2 
ustc J 522, 281 U. S. 115, 50 S. Ct. 273. 
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with the transferring company, and 
questions arise whether credit may be 
granted for such past service in a 
qualified plan of the successor. 


In computing the cost of past 
service credits, service with another 
company may, under appropriate cir- 
cumstances, be included, provided, of 
course, that the requirement as to 
reasonableness of compensation for 
services to the paying company is 
met. Without such a requirement, 
one company may be paying the pen- 
sion costs of another and claiming 
deductions therefor.* 


A parent company was allowed de- 
ductions for contributions to fund all 
past service benefits, including bene- 
fits for services previously rendered 
to a subsidiary corporation, where the 
plan of the subsidiary did not provide 
for vesting on termination of service 
prior to death or retirement, and the 
plan of the parent company covered 
all employees who were in its employ 
on the effective date and were then 
eligible to become participants there- 
under. Furthermore, where a_ sub- 
sidiary corporation was liquidated 
and its assets, liabilities and em- 
ployees were transferred to the parent 
corporation, the parent, as the suc- 
cessor corporation, was allowed de- 
ductions, within the applicable limits, 
for contributions under a pension plan 
to fund benefits for the transferred 
employees on account of all services 
rendered by such employees to either 
the parent corporation or the subsidi- 
ary, or both, whether such services 
were rendered on, after or prior to 
the effective date of the plan and 
trust.*® 


Situations arise at times where the 
transferring company wishes to fund 
benefits for employees going over to 


“PS No. 51—Pt. A, July 31, 1945; see, 
also, Pt. B as to profit-sharing plans. 

* Rev. Rul. 58-165, 1958-1 CB 209. 

” Reg. Sec. 1.401-1(b) (4). 
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a successor. A plan may qualify even 
though it covers former employees as 
well as present employees, or former 
employees only. In the latter case, 
the coverage requirements and the 
requirements as to nondiscrimination 
in contributions or benefits must be 
met with respect to all former em- 
ployees.*® Where a parent corpora- 
tion completely funded the prior 
service benefits for one of its employ- 
ees who had transferred to a subsidi- 
ary corporation, but remained a 
participant in the plan which was also 
adopted by the subsidiary, it was al- 
lowed deductions for such funding to 
the same extent as if the employee 
had remained in its service.*° 


The granting of prior service cred- 
its with a predecessor must not entail 
a duplication of benefits. Where an 
employee had been included in a 
predecessor’s plan and subsequently 
became covered under the plan of the 
successor, he may be granted past 
service credits in the successor’s plan, 
but only to the extent of putting him 
on a par with other participants and 
not to provide him with benefits from 
two sources for the same service. 
This view is expressed in a case in- 
volving renewed participation in a 
plan by a retired employee who had 
accumulated prior service credits be- 
fore his previous separation from the 
service.” 


Partners are not employees and, 
therefore, are not eligible to partici- 
pate in a qualified plan.** Where 
former partners become stockholder- 
employees in a successor corporation, 
they may participate in the corpora- 
tion’s plan to the same extent as other 
employees, but they are not credited 
with services as partners for the pur- 
pose of either meeting the eligibility 

” Rev. Rul. 55-629, 1955-2 CB 588. 

™ Rev. Rul. 56-213, 1956-1 CB 194. 


"1. T. 3350, 1940-1 CB 64; PS No. 23, 
September 2, 1944. 
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requirements or obtaining past serv- 
ice benefits.** 

Where an employer makes con- 
tributions in excess of the allowable 
limits, he may be entitled to carry 
over deductions therefor.°* What 
happens, however, if the contributing 
employer goes out of existence before 
fully deducting his contributions? 
Different provisions apply to corpora- 
tions and to individuals. 

In the case of corporations, a prede- 
cessor’s unabsorbed carryovers may 
be availed of by the successor corpo- 
ration, but only if it meets the require- 
ments for an acquiring corporation ™ 
with respect to certain situations in- 
volving liquidations of subsidiaries *° 
and tax-free transfers.°? The acquir- 
ing corporation is considered to be 
the distributor or transferor corpora- 
tion after the date of distribution or 
transfer for the purpose of determin- 
ing allowable deductions under Sec- 
tion 404 of the Code.°* Where the 
applicable requirements are met, the 
successor takes over the predecessor’s 
carryovers and is allowed deductions 
with respect thereto to the same 
extent that the predecessor would 
have obtained had it continued in 
business. 

This treatment is not available in 
the case of carryovers of an individual. 
If a plan is funded by a sole propri- 
etor to the extent that carryovers 
arise because of contributions in ex- 
cess of the allowable limits, the unab- 
sorbed balance remaining upon his 
death is not available to his executor, 
or trustee under his will, who con- 
tinues his business.°®’ The only au- 
thority for a carryover deduction by 
a taxable entity other than the em- 





* Rev. 
128, 134. 

* Code Secs. 404(a)(1)(D), 404(a) (3) (A) 
and 404(a)(7). 

* Code Sec. 381. 

* Code Sec. 332. 

* Code Sec. 361. 
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ployer who made the contribution is 
that applicable to acquiring corpora- 
tions hereinabove discussed. The 
purpose of the exemption provisions 
governing transactions in corporate 
reorganizations is to remove an im- 
pediment to a corporate readjustment 
and to prevent taxation of purely ficti- 
tious gains. Such provisions, how- 
ever, cannot be used as the basis for a 
carryover deduction by the estate of 
an individual for contributions made 
by him prior to his death. 


Terminations and Curtailments 

Reorganizations, at times, bring 
about terminations or curtailments of 
existing plans. The successor com- 
pany may have a plan of its own and 
have no need to take over another 
plan, it may not desire to continue a 
plan, it may wish to maintain a plan 
on a less liberal scale than had been 
provided by the predecessor company, 
or it may prefer to effect other modi- 
fications which curtail the prior plan. 
In any case where a termination or 
a curtailment results, two requisites 
must be met,®° namely, (1) the ex- 
istence of a valid business reason for 
the termination or curtailment and 
(2) compliance with the applicable 
requirements for qualification with 
respect to nondiscriminatory treat- 
ment so as not to favor employees 
who are officers, shareholders or 
supervisors, or who are highly com- 
pensated. 

As for the first requirement, the 
fact of reorganization furnishes the 


valid business reason.*! 


Meeting the nondiscrimination re- 
quirement, however, is usually a more 


difficult matter. A variance in bene- 

* Code Sec. 381(c)(11) and (20). 

* Rev. Rul. 58-193, 1958-1 CB 208. 

® Mim. 6136, 1947-1 58, modified by Rev. 
Rul. 55-60, 1955-1 CB 37. 

"PS No. 52, August 9, 1945, modified, 
but not in the respect here material, by 
Rey. Rul. 55-60, 1955-1 CB 37. 
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fits in favor of employees who are 
officers, etc., may be due to funding 
at a greater rate for such employees 
than for others. Benefits for em- 
ployees at or near retirement are usu- 
ally funded sooner than for younger 
employees. If those whose benefits 
are funded at a greater rate are offi- 
cers, etc., and the plan is terminated 
before benefits for lower paid em- 
ployees are similarly funded, prohib- 
ited discrimination may become an 
issue. A reallocation of benefits may 
solve the problem in some cases.® 
In other situations, the continuance 
of benefits in the successor’s plan may 
make up for any shortcomings under 
the plan being terminated. 


Compliance with the requirement 
as to the restriction of benefits in 
the event of early termination * also 
creates additional problems on reor- 
ganization. The mere fact that the 
plan is being curtailed means that the 
applicable limitation on benefits for 
employees in the top-25 group must 
be invoked. Where the termination 
of the plan before the limitation 
period has run, however, is due to the 
liquidation of the employer, the dele- 
tion of the limitation provisions does 
not adversely affect the qualification 
of the plan, provided that the ratio 
of benefits to current compensation, 
per vear of service, is not discrimina- 
tory within the purview of Section 
401(a) of the Code, and all past serv- 
ice credits are fully funded. 


Where the employer’s business 
ceases on liquidation, the earning of 
further credits until normal retire- 
ment age is not prevented by the 
termination of the plan but by reason 
of the necessity for the discontinuance 
of the employees’ services. In this 
type of situation, where the limitation 
on benefits in the event of early ter- 





® Mim. 6136 (“E” Company case), 1947-1 
CB 58, modified by Rev. Rul 55-60, 1955-1 
CB 37. 

*® Mim. 5717, 1944 CB 321. 
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mination is replaced by provisions 
requiring an allocation of benefits 
among the participants on a basis 
which will not result in the prohibited 
discrimination, or if the deletion of 
the limitation provisions will not re- 
sult in such discrimination, disqualifi- 
cation would not result because of 
the change. 


Continued Qualification 


A plan which may have met all 
requirements for qualification before 
a reorganization may not necessarily 
maintain its qualified status thereafter. 
For example, a company may have 
established a plan which met the per- 
centage coverage requirements.® 
After a reorganization, with an in- 
creased number of employees, such 
requirements may no longer be met. 
Similarly, a plan may have originally 
been held qualified on the basis of 
a nondiscriminatory classification.” 
Upon a change in its employee make-up 
as a result of a reorganization, the 
classification may become discrimina- 
tory. 


The business of a predecessor com- 
pany may be operated as a branch of 
the successor. The former may have 
had a qualified plan which is to be 
continued for the transferring em- 
ployees. Question: May such a plan 
remain in qualified status? That is 


possible. Plans may qualify even 
though they limit coverage to em- 
ployees in certain designated depart- 
ments, provided that the effect of 
covering only such employees does 
not discriminate in favor of officers, 
shareholders, supervisors or highly 
compensated employees.** Hence, if 
the employees in the branch consti- 
tute a nondiscriminatory classification, 
the plan covering only such employ- 
ees may continue to qualify. 








* Rev. Rul. 59-241, I. R. B. 1959-29, 9. 
™ Code Sec. 401(a)(3)(A). 

* Code Sec. 401(a)(3)(B). 

* Reg. Sec. 1.401-3(d). 





Where, however, a particular group 
consists of officers, etc., and does not 
constitute a nondiscriminatory classi- 
fication, it is also possible to maintain 
a separate plan for such employees. 
An employer may designate several 
trusts, or a trust or trusts and an 
annuity plan or plans, as constituting 
one plan which is intended to qualify, 
in which case all of such trusts and 
plans taken as a whole may meet the 
coverage requirements. If all of the 
plans so designated cover a sufficient 
number of all employees, there is no 
requirement that a definite proportion 
of the employees be included in any 
one plan. The plan, or plans, must 
benefit employees. in general and, to- 
wards this end, must either cover a 
number which is at least equal to that 
determined under the percentage pro- 
visions of Section 401(a)(3)(A) of 
the Code, or such employees as qual- 
ify under a nondiscriminatory classi- 
fication within the purview of Section 
401(a)(3)(B) of the Code.*® Thus, 
even if any one or more plans, stand- 
ing alone, would fail of qualification 
as not meeting the coverage require- 
ments, if all plans, considered as a 
unit, meet such requirements, all of 
the plans are deemed qualified.” 


It is important that all plans in- 
volved in a reorganization be consid- 
ered for a determination as to continued 
qualification. Not only must the cov- 
erage requirements be satisfied, but 
all other applicable provisions must 
be complied with. For example, 
amendments or curtailments of exist- 
ing plans may necessitate a rerunning 
of the ten-year period of limitation 
on benefits for employees who are 
among the 25 highest paid.” 


Conclusion 


The tax treatment of pension and 
profit-sharing plans is affected in 
various ways by the particular trans- 
action involved. Reorganizations con- 
stitute one phase of the multiplicity 
of problems surrounding such plans. 
That this phase is found intricate at 
times is probably due to the complex- 
ities of the reorganization. The na- 
ture of the transaction and the manner 
in which it is executed may effect 
substantial differences in the applica- 
ble tax treatment. A synopsis of the 
principles involved and their applica- 
tion to the limited situations consid- 
ered are all that can be set forth 
within the scope of this presentation. 
Each case, however, must be decided 
on its own facts. [The End] 


ONE YEAR OF SUBCHAPTER S—Continued from page 110 


deny capital gains treatment on gains 
passed through to shareholders un- 
less the corporation has been an elect- 
ing corporation under Subchapter S 
for at least three years. 

In general, the recommendations of 
those giving the committee their 
views range from suggesting outright 
repeal to moderate clarifying legisla- 
tion. It is obvious that many prob- 
lems remain in the Subchapter S area. 


* Reg. Sec. 1.401-3(f). 
@ Rev. Rul. 57-163 (Pt. 4(a)), 1957-1 CB 
128, 139. 
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There are even those who maintain 
that it has failed in its purpose to en- 
courage small businesses. Others 
believe it serves a worthy economic 
purpose and that the problem areas 
can be solved by corrective legisla- 
tion. The effect of future legislative 
efforts may be to treat Subchapter S 
electing corporations and their share- 
holders even more like partnerships 
and partners. [The End] 


”PS No. 27, September 2, 1944. 
™ Mim. 5717 (par. 7), 1944 CB 321, 323. 


TAXES —The Tax Magazine 





WASHINGTON TAX TALK 


Questions and answers on Technical Information Release No. 198 
concerning entertainment and employee expense account deductions 


RESIDENT EISENHOWER submitted to Congress his 1961 

federal budget with its expected surplus of $4.2 billion, which he 
hopes to apply to the federal public debt. Taxpayers should not raise 
their hopes for a cut in taxes as a result of the expected surplus. 
Election-year bills and appropriations calling for larger government 
expenditures for urban development and flood control projects will 
probably shrink or eliminate the expected reserve. Senator Byrd, 
chairman of the Senate Finance Committee, cautioned against enter- 
taining false hopes of a tax-rate cut, or any other type of tax relief, 
because of this estimated surplus. According to him, the expected 
budget surplus is at most an educated guess and Congressional spend- 
ing for the coming year could easily result in more expenditures than 
receipts. 


The Congress 


The Second Session of the Eighty-sixth Congress convened on 
January 6, and the House and Senate tax committees lost little time in 
setting their schedules for considering legislation for February. 

The House Committee on Ways and Means announced its sched- 
ule of public hearings and executive sessions: 

(1) Public hearings will be held on the taxation of cooperatives 
beginning February 1, 1960, and ending not later than February 5. 


(2) The committee will take another look at the provisions of 
H. R. 8126 concerning the tax effects of a distribution of General 
Motor Corporation stock held by du Pont under an antitrust order. 
On September 2, 1959, H. R. 8126 was reported to the House prior to 
the issuance of an order by a United States district court which, if 
upheld, would lessen the tax effects of the proposed distribution on 
taxpayer-shareholders of du Pont. 


(3) The committee will defer further action on a Treasury recom- 
mendation to define treatment processes to be included in the compu- 
tation of depletion allowances for minerals. It will wait until the 
Supreme Court hands down a decision in U. S. v. Cannelton Sewer Pipe 


Company, 59-2 ustc § 9525. 
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(4) The committee has been con- 
sidering new drafts of bills to amend 
Subchapter J (estate and trusts) and 
Subchapter K (partnerships) of the 
1954 Code. It will consider new drafts 
of a bill to amend Subchapter C (cor- 
porate adjustments) when drafting 
work is completed. 

On the Senate side, the Senate 
Finance Committee began its con- 
sideration of House-passed tax bills 
which were carried over from the 
1959 session. It immediately reported 
three tariff bills and two tax bills to 
the Senate. The committee also an- 
nounced it will hold a public hearing 
on H. R. 5547 concerning the taxa- 
tion of income derived from the Virgin 
Islands, but it has not yet set a hear- 
ing date. 

A “Technical Amendments Act of 
1960” bill (H. R. 9625) has been intro- 
duced in the House by Chairman 
Mills of the Committee on Ways and 
Means. It contains 18 sections and 
would amend certain income tax, ex- 
cise tax and administrative provisions 
of the 1954 Code. 

Sections of the bill which could be 
classed as “controversial” are: 

Section 3—This section would per- 
mit only one deduction for property 
taxes in any one year. 
8—This would 
store the Treasury position that sales 


Section section re- 
of goods by wholesalers to purchasers 
for further distribution as prizes or 
gifts would be subject to the retailers 
excise taxes. 

Section 9—Electronic brain machines 
would be included in the definition of 
calculating and computing machines, 
and would be subject to a 10 per cent 
manufacturers excise tax. 


Section 


12—Taxpayers would be 
required to include self-employment 
tax along with income tax in their 
declarations of estimated tax. 
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The Commissioner 

Entertainment and expense account 
deductions.—Commissioner Latham 
issued Technical Information Release 
No, 198, which put a different em- 
phasis on entertainment and employee 
expense account deductions. Previous 
regulations and questions on tax forms 
were directed at the employees. This 
release is directed at the source of the 
expenses—the employers. 

Tax forms for corporations, part- 
nerships and sole-proprietorships for 
the 1960 tax year, to be filed in 1961, 
will contain a series of questions to be 
answered. “Yes” or “No” answers 
will be required to be given to questions 
as to whether the employer-taxpayer 
claimed a deduction for expenses in- 
curred in maintaining a hunting lodge, 
a ranch, a farm, a fishing camp or re- 
sort property, or for those incurred 
in leasing a hotel room or apartment. 
Also to be answered is whether the 
employer paid for the attendance of 
family members, officers or employees 
at conventions or business meetings, 
the vacations of officers, employees or 
their families, or the costs of a yacht 
or boat for entertaining customers or 
for the personal use of officers or 
employees. 

Corporations will be required to 
supply information on expense ac- 
count allowances paid to, or on behalf 
of, the 25 highest paid officers, based 
on the aggregate of compensation 
plus expense account allowances. A 
partnership will have to supply similar 
information on all partners, including 
limited partners. Individual proprietors 
will be required to supply such infor- 
mation on Schedule C of Form 1040 
as to the proprietor and the five high- 
est paid employees who receive over 
$10,000 in salary and expense al- 
lowances. 

Following are questions and answers 
on the effects of the new IRS policy 
which further explain the new rules 
under T. I. R. 198: 
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Records and Accounting to Employers 


Q. Does the new procedure impose 
any new record-keeping requirements 
on taxpayers? 


A. For taxpayers not engaged in 
business, no additional records need 
be kept. The only additional records 
required are those which will have to 
be maintained by corporations, part- 
nerships and individuals engaged in 
business, showing allowances paid to 
officers, partners and employees, to 
enable such employers to report the 
total amounts thereof on the business 
returns. 

Q. What is meant by “acceptable 
business practices” in connection with 
the accounting-for of expenses by the 
employee to the employer? 

A. Acceptable business practices in 
this sense would ordinarily comprise 
required written statements, submitted 
by an employee to the employer, 
showing the business nature and 
amount of expenses incurred, broken 
down into broad categories such as 
transportation, meals and lodging 
while away from home overnight, 
entertainment expenses and _ other 
business expenses. 


Q. Where an employee accounts to 
his employer, he is not required to 
report the allowances in his return. 
How can the employee ascertain 
whether his method of accounting to 
his employer is proper? 


A. If an employee is required to 
submit details to his employer with 
regard to the amount spent for busi- 


ness purposes such as hotel bills, 
transportation tickets, etc., this is an 
indication that the employer is main- 
taining acceptable business practices. 
On the other hand, if the employee is 
paid a flat allowance and is not re- 
quired to substantiate the amounts 
spent, this indicates that acceptable 
business practices are not being main- 
tained. Our revenue agents will check 


Washington Tax Talk 


the adequacy of the accounting re- 
quired when we examine the employ- 
er’s return. 


An employee should keep such rec- 
ords as will enable him either to ac- 
count to his employer or to properly 
report the reimbursement and account 
for it on his own return. However, 
if an employee is paid no more than 
$15 a day when he is away from home 
overnight, and no more than 12% 
cents a mile for automobile expenses, 
he is deemed to have accounted to his 
employer. Even though his employer 
may not require substantiation for 
these amounts, the employee will not 
be required to report these items on 
his return. 


Q. Is there any kind of formula 
that might fit all situations with regard 
to what type of records is required? 


A. No precise formula can be pre- 
scribed for record-keeping that will 
meet all situations, but the records 
will usually be deemed to be adequate 
if they disclose: 

(1) Why—the relation of the ex- 
penditure to the taxpayer’s business. 
The business purpose of the expendi- 
ture must be established. 


(2) Who—the name of the person 
or persons entertained. 


(3) When—the date of the expendi- 
ture. 


(4) Where—the place of the ex- 
penditure, the recipient of the sums 
expended, and the nature of the prod- 
uct or service received. 

(5) How much—the amount of the 
expenditure. 


Unusual items should be accompanied 
by explanations and large items should 
be supported by evidence of payment. 
The same minimum requirements 
should apply both to individual re- 
cipients of reimbursements and to 
corporate or business payors of such 
items. 
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Q. Has there been any change in 
the policy of the Service as to what 
constitutes an allowable deduction for 
entertainment expenses? 

A. No. The same tests will be ap- 
plied, and all properly substantiated 
entertainment expenses which consti- 
tute ordinary and necessary business 
expenses will be allowed as before. 


Q. If invoices for liquor purchased 
and used for home entertainment 
during the year are kept, will this 
support a deduction for such enter- 
tainment expenses? 


A. Invoices alone are not proof of 
the deductibility of entertainment ex- 
penses. It will also be necessary for 
the taxpayer to maintain a record of 
the names, dates, and business rela- 
tionship of those entertained. 


Q. Is it true that the Service will 
accept, for substantiation of deduc- 
tions, a record in the form of a diary 
or a “little black book”? 

A. Yes, provided the record is kept 
concurrently and in sufficient detail 
to enable the agent to readily identify 
the amounts and nature of the ex- 
penditures. Supporting documents for 
large or unusual expenses should be 
furnished. 


Q. What records are necessary to 


substantiate deductions claimed for 
the maintenance and operation of 
yachts, lodges and other similar pleas- 
ure-type facilities of a taxpayer? 

A. A concurrent record of all ex- 
penses, together with a log record of 
all guests and their relationship to the 
taxpayer’s business, will usually suf- 
fice for this purpose. 

Q. In connection with club dues 
and expenses, what type of records 
should be maintained ? 

A. A record should be maintained 
of the names of all guests entertained 
at the club, together with their rela- 
tionship to the business and the dates 
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the entertainment took place. To facili- 
tate the allocation between business 
and personal use of the club, the rec- 
ord should also show the dates the 
club is used by the taxpayer for other 
than business purposes. If the tax- 
payer is a corporation, a record should 
be maintained as to the names of of- 
ficers or employees of the taxpayer 
using the club, together with the 
dates of such use. 


Q. Will a taxpayer, under any cir- 
cumstances, be permitted to claim, as 
a deduction on his return, the ex- 
penses of his wife who accompanies 
him on a business trip? 


A. Upon a showing that the wife’s 
presence served a bona fide business 
purpose, directly attributable to the 
taxpayer’s business and necessary to 
the conduct thereof, her expenses will 
be allowed. For this purpose, the 
wife’s performance of some incidental 
service for the taxpayer will not es- 
tablish that her presence is necessary 
to the conduct of his business. 


Amendment to 
Schedule E, Form 1120 


Q. On Schedule E of Form 1120 
will the corporation be required to 
show only monies actually paid to an 
officer, or will it be expected to also 
include information relating to amounts 
he charges to the corporation on 
credit cards or other charge accounts? 


A. Information must be furnished 
relative to all amounts paid, directly 
or indirectly, which includes expendi- 
tures through the use of credit cards 
or other charge accounts. 


Q. Will a penalty be imposed on a 
taxpayer who does not answer the 
new questions or furnish the infor- 
mation on the compensation schedule? 

A. No. However, if a taxpayer 
does not furnish the information re- 
quired, this may lead to an examina- 
tion of his return. 
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Q. Will the information‘ to be re- 
ported on Schedule E of Form 1120 
include benefits accruing to officers by 
reason of their use of pleasure and 
recreational facilities of the corporation ? 


A. No. This schedule will include 
information only with respect to al- 
lowances, reimbursements, and other 
cash payments made to, or on behalf 
of, the officers. 


Q. Where more than one officer is 
involved in a particular expenditure, 
to which officer should these expenses 
be allocated ? 


A. To the officer whose name is 
signed on the bill or invoice. 


Q. Will the recipients of the amounts 
reported as allowances in Schedule 
E of the corporate return be required 
to report such amounts in their in- 
dividual returns? 


A. Yes, unless the recipients prop- 
erly account to their employers for 
these amounts and otherwise meet 
the requirements of Section 1.162-17 
of the Income Tax Regulations. 


Audit of Returns 


Q. If the corporate return shows 
substantial expense allowances paid 
to officers, or the corporation answers 
“ce ” ° 

yes” to any of the new questions on 


TO BE OR NOT TO BE A 1361 
Continued from page 148 


cation of the final regulations. He is 
obviously better off revoking if he can, 
if the capital gains tax would nullify 
the net tax benefit of his election. 

(4) Should the aforementioned sec- 
tions be finalized without change, 
there is one escape hatch, short of 
revocation, which might be considered 
by a “1361 corporation.” If it becomes 
necessary to incorporate, dissolve or 
effect an over-20-per-cent change of 


the return, does this mean that there 
will be an examination? 


A. Not necessarily. The informa- 
tion will be used principally to aid in 
identifying returns where personal 
expenses might be disguised as ordi- 
nary and necessary business expenses. 


Q. Will the Service attempt to dis- 
allow entertainment expenses merely 
because the amounts thereof are large? 


A. No. However, expenses claimed 
as a deduction which are unusually 
large in relation to the taxpayer’s 
business income will be scrutinized to 
determine whether they are ordinary 
and necessary business expenses. 


Q. Many officers and employees re- 
ceive fringe benefits through the use 
of hunting lodges, resort properties 
and other pleasure-type facilities pro- 
vided by the employer. Will any 
effort be made to tax the recipients of 
these benefits, based on fair market 
value or some other measure? 


A. The answer to this question 
must necessarily be governed by the 
facts in each individual case. The 
Service will, however, use the infor- 
mation derived from the employer’s 
return for the purpose of determining 
whether the recipients are subject to 
tax on such benefits. 


CORPORATION— 


ownership, the tax cost might be re- 
duced by a prior transfer of a part 
interest to close relatives. 

Such a transfer would not, in itself, 
constitute a termination of the elec- 
tion.” Thus, the tax on the “long-term 
capital gain” resulting from the subse- 
quent incorporation, dissolution or 
change of ownership might be as low 
as 10 per cent if the relative is in the 
20 per cent tax bracket. [The End] 





* See proposed Regs. Sec. 1.1361-6(d). 
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FROM THE THOUGHTFUL TAX MAN—Continued from page 101 


Take, for example, the 
case of a man who has securities 
which cost him $1,000 in 1935 and 
have been yielding him $50 a year. 
If he sells these at a gain of $500 in 
1959, it is more than likely that he 
will be forced to invest the entire 
$1,500 proceeds in new securities if 
he wishes to secure an income having 
the same purchasing power that he 
enjoyed in 1935. Under these circum- 
stances, he cannot be said to be any 
better off. Yet, if a capital gains tax 
is in force, he will be forced to take 
part of the $1,500 proceeds to pay the 
capital gains tax and, therefore, will 
be unable to buy a new asset giving 
him the same real income that he 
had before. 


of money. 


(4) Often what is taxed as a capi- 
tal gain is nothing more than a de- 
crease in the interest rate, as in the 
case of an investor who purchases 
$100,000 par value of 16-year 4% per 
cent bonds at par. Some years later, 
when the interest rate for such bonds 
has dropped to 3% per cent, he sells 
his original bonds for $108,000 and 
reinvests the entire proceeds in new 
33% per cent bonds at par. Assuming 
no change in the purchasing power 
of the dollar, his real income has 
remained constant, but he is subject 
to a capital gains tax. 

(5) Under a highly progressive 
rate structure, the bunching of the 
capital gain .in the year of dispo- 
sition of an asset subjects this gain 
to a much higher effective rate of 
tax than if the annual increment of 
gain had been included in income 
each year. 

(6) Since capital gains can, in the 
majority of cases, be taken or not 
at the election of the owner of the 
capital asset in question, the impo- 
sition of a capital gains tax has an 
even greater effect on the planning 
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of transactions than does the tax on 
ordinary income. Anyone at all fa- 
miliar with the investment market is 
well aware of the fact that a high 
capital gains tax markedly deters sell- 
ing. This has two effects which are 
highly deleterious to the economy. 
First, the market for securities of new 
companies and those in the more 
hazardous fields tends to dry up, 
since it is usually only the prospect 
of large capital gains that tempts 
investors into these areas. Second, 
reluctance to pay taxes being what 
it is, the higher security prices go, 
the more owners are loath to sell 
and the greater is the restrictive ef- 
fect of the capital gains tax. After a 
long bull market such as the present 
one, this reluctance to sell has a 
noticeable effect in reducing the avail- 
able supply of securities and, with 
pension and profit-sharing funds con- 
tinually entering the market on the 
buying side, the result may be to 
force the price up in an unhealthy 
manner. This process tends to feed 
on itself, and to cause a steeper and 
steeper upward spiral. 

(7) In most instances, a capital 
gains tax is nothing more nor less 
than a turnover tax at a high rate. 
This follows from the fact that in the 
majority of instances when a capital 
is sold, the proceeds are in- 
vested in other capital assets and are 
not expended in the purchase of con- 


asset 


sumers’ goods. 


The deleterious effect of this aspect 
of the capital gains tax on the economy 
can be observed by analyzing the 
investment history of a single corpo- 
rate enterprise. Almost without ex- 
ception, the early stages of its life 
are a highly speculative period. Only 
persons familiar with the business or 
thoroughly prepared to accept un- 
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usual risks are willing to invest, and 
they will only do so if they see an 
opportunity for gain commensurate 
with the risk involved. Once the 
enterprise has gotten on its feet and 
can show a reasonable earning ca- 
pacity, the original investors are usu- 
ally anxious to sell in order that their 
funds may be freed for further pro- 
motional ventures, their place being 
taken by others who are prepared to 
accept what might be termed a rea- 
sonable businessman’s risk. After an- 
other decade or so of seasoning, the 
enterprise may have achieved true 
investment status, the then owners 
selling their shares to institutional 
investors, pension funds, and the like. 


If a supply of capital adequate to 
meet the needs of an expanding and 
dynamic economy is to be available, 
it is imperative that prospective re- 
wards to investors of various degrees 
of risk-taking ability be as great as 
possible. It is also of the greatest 
importance that the flow of capital 
from one form of investment to an- 
other be unimpeded. Tested against 
these objectives, the capital gains tax 
is found wanting on both counts. Not 
only is it a major deterrent to the 
investment of risk capital, but it also 
inhibits sales by the original pro- 
moters once the enterprise is on its 
feet. Put another way, the capital 
gains tax tends to dry up the sources 
of much needed venture capital and 
at the same time to freeze invest- 
ments in their existing form, thus 
hampering rather than stimulating a 
healthy flow of funds to industry. 


Behind each new job lie many thou- 
sands of dollars of risk capital. If 
employment opportunities are to be 
expanded, the capital gains tax, rep- 
resenting as it does the primary de- 
terrent to the availability of venture 
capital, must be reduced. 


(8) The capital gains tax exacts 
an unfair toll upon older people who 


Thoughtful Tax Man 


are anxious to retire, and in this re- 
spect it may impose a heavier relative 
burden on persons of modest means 
whose entire wealth is concentrated 
in a single income-producing asset, 
such as a farm or a store, than on 
the more well-to-do whose assets are 
likely to be more diversified. The 
typical example of the American way 
of life is represented by the man who 
has worked hard all his life to build 
up a small business or a farm. In 
many instances his capital investment 
is negligible, so that when he wishes 
to retire and comes to sell his prop- 
erty, he finds that the capital gains 
tax may amount to as much as a 
quarter of the sale price. 


Despite the weight of the argu- 
ments listed above against the capi- 
tal gains tax, it cannot be denied that, 
to the average legislator, the recipi- 
ent of a capital gain is the possessor 
of taxpaying ability, and it is some- 
what unrealistic to expect that such 
a flock of geese can entirely escape 
without having some of their feathers 
plucked. The practical objective would 
seem to be to provide a reasonable 
amount of feathers for the Treasury 
with the least possible harm to the 
feather-growing capacity of the geese. 

Assuming that, for the present at 
least, capital gains cannot go entirely 
tax-free, we should design a method 
which will attain the highest degree 
of equity over the whole range of the 
taxpaying public. Such equity would 
seem to consist of two types of prefer- 
ential treatment for capital gains. In 
the first place, in recognition of the 
fact that capital gains in most re- 
spects differ from ordinary income and 
are to be taxed more as a matter of 
political expediency than of economic 
justice, there should be a ceiling on 
the capital gains tax equivalent ap- 
proximately to the lowest bracket in 
the graduated rate structure. In the 
second place, this ceiling rate should 
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be graduated depending upon the 
length of time that the taxpayer has 
held the asset in question. This is 
clearly justified by the fact that the 
longer the asset has been held, the 
more likely it is that any gain is 
merely a change in the general price 
level and is not true income. 


In order to keep as closely as 
possible within the present frame- 
work of capital asset taxation with 
which most taxpayers are relatively 
familiar, the following schedule is 
suggested: 


Per Cent 
Taken into Ac- 


Period Assets Held count in Income 


6 months to 1 year . . 
l to 2 years . ; ae 
2to 5 years .. 40 
5 to 10 years .... - +s ee 
10 to 15 years . - 
15 to 20 years ia a 
Over 20 years Leal 


As under current law, taxpayers 
would be entitled to compute an al- 
ternative tax on capital gains at a 
flat rate of 50 per cent on the amount 
of the gain which is to be taken into 
income under the above table. 


Where certain types of what would 
otherwise be ordinary income, such 
as payments received during a single 
taxable year by an employee from a 
pension or profit-sharing trust upon 
severance from employment, are treated 
as capital gains under the present law, 
the taxpayer would be permitted to 
have the benefits of the above table 
by treating the number of years of 
covered employment under the plan 
as the holding period of the capital 
asset. 

In addition to the above proposal 
for a progressively decreasing rate of 
capital gains tax, based on the length 
of time an asset has been held, it 
would be advisable, in the case of 
capital assets of unquestioned invest- 
ment status such as those held for 
more than ten years, that the owner 
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be given the option of treating a sale 
in the same manner in which the sale 
of residences and involuntary con- 
versions resulting from condemnations 
can now be treated. The effect of this 
would be that if the proceeds of the 
sale were invested in another invest- 
ment asset within a reasonable period 
of time, say six months, no gain nor 
loss would be recognized. At the 
same time, the low cost basis of the 
assets so sold would be applicable. 
to the reinvestment. Under this pro- 
posal, if a taxpayer had purchased 
100 shares of the A company stock 
for $10,000 in 1948, he could sell such 
stock for $15,000 in 1959 and forth- 
with invest the proceeds in other 
securities without being required to 
recognize any capital gain. However, 
the new securities so acquired would 


have a cost basis of $10,000. 


Indisputably, the purpose of tax- 
ation is to raise the revenues re- 
quired to support the government 
with the least possible deleterious 
effect on the economy of the country. 
The capital gains tax, as presently 
imposed, fails to meet these require- 
ments. Since any taxpayer may avoid 
it by the simple expedient of failing 
to sell the capital assets in his pos- 
session, it is almost axiomatic that 
the higher the rate is, the greater will 
be the pressure on taxpayers to avoid 
the tax altogether. Thus, as a reve- 
nue producer, the present high rate 
is something less than effective. On 
the other hand, the deterring effect 
which the tax has on transactions 
otherwise economically desirable re- 
sults in a high ratio of economic dis- 
location for a given revenue yield. 
The more desirable a solution is from 
the point of view of economic theory, 
the more likely it is to be politically 
unacceptable. It is submitted, how- 
ever, that the present proposal repre- 
sents an acceptable compromise route 
between the economic Scylla and the 
political Charybdis. [The End] 
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Meetings of Tax Men 


Oil, Gas and Taxation Institute.— 
The Eleventh Annual Institute on the 
Law of Oil, Gas and Taxation, spon- 
sored by the Southwestern Legal 
Foundation, will be held February 
10-12. Taxation problems in oil and 
gas will be studied on the last day 
of the institute. Ethan Stroud, of 
Dallas, will be chairman of the morn- 
ing session, at which time A. E. Col- 
lier, of Houston, will present a paper 
on state taxation of oil and gas and 
Vester T. Hughes, Jr., of Dallas, will 
deliver an address on “Tax Treatment 
by Lessee of Bonus Paid in Connec- 
tion Oil and 


Gas Lease.” 


with Execution of an 


At the afternoon session, under the 
chairmanship of Robert Hobby, of 
Dallas, three topics will be discussed : 
“The ABC Deal,” by Frank B. Apple- 
man, of Fort Worth; “Collapsible 
Corporations in Oil and Gas: Does 
the 1958 Act Afford Any Relief?” by 


J. Reid Hambrick, of George Wash- 


ington University; and “Recent De- 
velopments in Oil and Gas Taxation,” 
by Harvie Branscomb, Jr., of Corpus 
Christi. 

The fee for all sessions of the insti- 
tute is $50; single-day registrations 
are $20. For further information or 
to register, write to the Registrar, 
Southwestern Legal Foundation, Oil, 
Gas and Taxation Institute, Hillcrest 
at Daniels, Dallas 5, Texas. 
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ef) TAXES ON PARADE 


® Latest Federal Tax Summaries ® Easy to Understand 
® Condensed for Quick Reading 


Here’s “something special” in the federal tax field . . . a fast-reading “tax tabloid” 
designed to post you each week on highlights of important new federal tax changes as 
they “break.” 1960 will probably see a good many, too! 

TAXES ON PARADE really fills the need for the busy tax man who wants quick- 
reading, capsuled “spot-news” of current developments, new rulings, and pertinent court 
decisions for fast, convenient reference. 


Boiled Down for Quick Application 


There’s no rummaging through a maze of words to find the real meaning of a tax 
ruling or decision. Everything has been weighed and sifted by CCH’s skilled federal tax 
editors to give you only what’s “important” ... news at a glance. Bold check-list 
headlines help you pinpoint leading developments that may affect you. 


Inusual Guide and Directory 


In addition to all of its weekly tax help, TAXES ON PARADE is useful as a rapid- 
reference guide to the full text of a significant tax ruling or decision. It includes anno- 
tations to CCH’s authoritative, widely used STANDARD FEDERAL TAX REPORTS, 
FEDERAL EXCISE TAX REPORTS and FEDERAL ESTATE AND GIFT TAX 
REPORTS. If you need the entire story, just check the paragraph reference and consult 
the Reporter—you’re in command of full details plus all the fine points of the law, 
ruling, or decision. 


Tax Changes Are nstant 


You'll welcome the keep-you-posted help of TAXES ON PARADE. It can save 
you time, money and effort. Issued faithfully each week, it provides you with a con- 
tinuing flow of today’s federal tax happenings in minimum reading time. 


Start Your Subscription Today 


So, for a direct line on “what’s doing,” federal taxwise, enter your subscription to 
TAXES ON PARADE now! Your OK on the attached tear-off Order Card provides 
you with 52 weeks of tax facts and information for less than 15¢ a week. 


Authoritative A Commerce Clearing House Publication 


MERCE., CLEARING, HOUSE,. INC., 


RR Anan) eter KLOUSE,, AAAS 


PUBLISHERS Of TOPICAL LAW REPORTS 


420 LEXINGTON AVE 4025 W. PETERSON AVE. 425 13TH STREET, N. W 
NEW YORK 17 CHICAGO 46 WASHINGTON 4 
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